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exceeding the value of the book, or to replace the volume by a

new one, at the discretion of the Trustees or Executive Commit-

tee, and shall be liable to be suspended from all use of the

Library till any order of the Trustees or Executive Committee

in the premises shall be fully complied with to the satisfaction

of such Trustees or Executive Committee.
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In the District Court of the United States, for the

Northern District of California, Southern Divi-

sion.

Civil Action File No. 22203-R

N. N. S. MATCOVICH,
Plaintiff,

-vs-

RICHARD NICKELL, as Collector of Internal

Revenue for the First District of California,

Defendant.

BILL OF COMPLAINT

Plaintiff complains of defendant and for cause of

action alleges:

I.

That defendant is the duly appointed Collector of

Internal Revenue for the First District of Califor-

nia, having and maintaining his office in the City

and County of San Francisco.

II.

This action arises under Federal Unemployment

Tax Act, formerly Title IX of the Social Security

Act, now Sub-chapter C of Chapter IX of the In-

ternal Revenue Code, and the Federal Insurance

Contributions Act, formerly Title VIII of the So-

cial Security Act, now Sub-chapter A of Chapter

IX of the Internal Revenue Code.

III.

That during the period 1938, 1939, and 1940 ])lain-
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tiff conducted a dance hall in the City of Sacra-

mento, State of California. [1*]

IV.

That during said period in conducting said dance

hall plaintiff licensed certain ladies to use said prem-

ises for the purpose of dancing.

V.

That the defendant has demanded from plaintiff

the sum of $3,204.65, together with a five per cent

penalty and interest on said sum at the rate of seven

and one-half per cent per annum from the 7th day

of March, 1941 to the 15th day of June, 1942, as a

tax under said Federal Insurance Contributions

Act, and the sum of $5,066.79 for contributions un-

der and pursuant to said Federal Unemployment

Tax Act, together with the sum of $253.54 penalty

and interest on said sum of $5,066.79 at the rate of

seven and one-half per cent per annum from the 21st

day of July, 1941, to date ; that said defendant bases

his demand for said respective sums on the claim

that said ladies were employees of said plaintiff.

VI.

That said ladies are not employees of plaintiff,

and were never at any time during said period, em-

ployees of plaintiff; that said ladies are not em-

ployees of plaintiff and do not come within the terms

of said Federal Insurance Contributions Act or said

Federal Unemployment Tax Act, in that said Acts

and Tax assessed thereunder are based upon the

*Page nvunbering appearing at foot of page of original certified

Transcript of Record.
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relation of employer and employee; that the rela-

tionship which existed between plaintiff and said

ladies during said period was one of licensor and

licensee, and that said ladies during said period of

time were independent contractors. And in this con-

nection, plaintiff alleges that each of said ladies

prior to dancing in j^laintiif's place of business

entered into a license agreement, a copy of which

is in the following words and figures

:

"This is to certify that ... is hereby

granted the privilege of engaging in dancing

with patrons of the undersigned at 416-18 K
Street, Sacramento, California, in consideration

of the pajaiient to the undersigned of a portion

of the money earned by her as mutually agreed

upon.

In granting this privilege, it is the intent

hereof that licensee shall not become an em-

ployee of the undersigned and that she shall

not become subject to the control of the under-

signed.

Licensee agrees to abide by all regulations

established [2] by the undersigned in the op-

eration of his business.

Dated 19

RIO BALL ROOM
416-K Street,

Sacramento, California

By
Accepted

:

By
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That no other agreement of any kind was ever

entered into between said plaintiff and said ladies.

That said ladies during said period danced in said

premises under the license issued to them by plain-

tiff and by and under no other agreement or ar-

rangement.

VII.

That the said Tax Assessments are erroneous, un-

lawful and void, because, as hereinabove pointed out,

the relationship of employer and employee did not

exist between plaintiff and said ladies during said

period, and therefore the action by the defendant is

attempting to levy a tax in this instance is arbitrary

and an unlawful exercise of administrative author-

ity.

VIII.

That on or about the 19th day of May, 1942, plain-

tiff filed claim for abatement of said respective taxes-

and assessments, basing his claim for abatement on

the ground that there was no tax, assessment or con-

tributions due because the relation of employer and

employee did not exist; that said claim for abate-

ment was denied. That said defendant is preparing

to and will unless restrained and enjoined by this

Court seize and distrain plaintiff's property under

the pretended authority of the said Tax Assessments.

That said tax is erroneous, unlawful and void.

IX.

That plaintiff has no plain, speedy or adequate

remedy at law for the reason that his action to de-

termine the legality of the said tax assessment may
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not be brought except upon payment of tlie said tax

assessment and suit to recover it back. That plaintiff

is unable to pay the said sum of $8,271.45 without

working serious and irreparable damage to his prop-

erty and business, [3] which could not subsequently

be remedied by the recovery of this tax by suit after

payment. That if defendant siezes and distrains

the property of plaintiff and sells the same plain-

tiff's entire business will be lost and destroyed, which

will result in irreparable damage to him.

X.

That during all of said period plaintiff claims for

the reasons herein stated that there was no tax due

and therefore did not pay any tax, nor did he make

any deductions from the moneys received by said

ladies from persons dancing with them as required

by said Acts, if the relation of employer and em-

ployee existed, relying upon the following facts and

circumstances

:

All of said ladies desiring to dance in his said

premises entered into the license agreement, a copy

of which is hereinbefore set out, prior to their danc-

ing in said premises. That pursuant to said agree-

ment said ladies so desiring to dance therein were

licensees only, and not employees. That more than

sixty ladies annually have executed and operated

under said license agreement during the years 1939,

1940 and 1941.

That pUiintiff is informed and verily believes and

therefore alleges that no claim of any kind was ever

filed by any of said ladies under and pursuant to
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the provisions of said State Employment Act or

Social Security Act, until during the year 1939

when one Mary C. Hosier filed an application for

compensation under the State Unemployment Act

based upon services alleged to have been performed

from October, 1938, to February, 1939. That plain-

tiff resisted said application. Said application was

denied by the Adjustment Unit of the Division of

Unemployment Insurance of said State of Cali-

fornia on the ground that the employer and employee

relation did not exist. That thereupon said Mary C.

Mosier took an appeal to the Appeals Tribunal of

the California Employment Commission; that the

Appeal Officer of said Commission, on the 8th day

of October, 1940, affirmed the determination of the

Adjustment Unit of the Division of Unemployment

Insurance, which held that Mary C. Mosier was not

an employee.

That said California Employment Commission,

on the 13th day of January, 1939, filed an action in

the Superior Court of the State of California, in

and [4] for the County of Sacramento, against plain-

tiff herein, for the purpose of recovering contribu-

tions under and pursuant to the said Unemployment

Act based upon taxable wages alleged to have been

earned by said ladies during the years 1936, 1937,

and the first quarter of 1938, on the theory that the

employer and employee relation existed between

plaintiff and said ladies. That Honorable Peter J.

Shields, before whom said action was tried, on the

24th day of January, 1940, held that the said Call-
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fornia Employment Commission was not entitled to

recover because the relation of employer and em-

ployee between said plaintiff herein and said ladies

did not exist.

That during the years 1939, 1940 and 1941 no pro-

ceedings were taken to collect the tax assessment for

the years 1939, 1940 and 1941.

That b}-- reason of the foregoing circumstances, it

would be unjust and inequitable to compel plaintiff

to pay said taxes and assessments until such time as

it is determined that said taxes and assessments are

justly due from plaintiff.

Wherefore, plaintiff prays judgment against said

defendant that there is no tax or assessment due un-

der either of said Acts as claimed by defendant, and

that defendant, his deputies, agents, representatives

and employees, be enjoined and restrained from as-

sessmg, levying or collecting any of said taxes, and

from doing any acts of any nature calculated to en-

force or satisfy the above mentioned tax or assess-

ments until such time that the above entitled Court

shall have determined whether said taxes or assess-

ments have been properly levied or assessed, and

for such further relief as may be just and ]n'oi->or in

the circumstances, and for costs of suit.

Dated : June 9th, 1942.

R. H. SCHWAB
Attorney for Plaintiff [5]

(Duly verified.)

[P^ndorsed] : Filed Jun. 9 1942 [()]
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[Title of District Court and Cause.]

ORDER TO SHOW CAUSE

The plaintiff, N. N. S. Matcovicb, having filed

herein his verified Bill of Complaint, praying that

the above named defendant, his agents, representa-

tives and servants, and each of them, be restrained

and enjoined from assessing, levying or collecting a

certain tax assessment against said plaintiff, which

said tax assessment is fully described in said Com-

plaint, and from doing any acts of any nature calcu-

lated to enforce or satisfy the above mentioned tax

assessment during the pendency of this action;

It Is Therefore Ordered that said defendant,

Richard Nickell, as Collector of -Internal Revenue

of the First District of California, appear before

this Court in the Courtroom, located in the Post

Office Building on 7th and Mission Streets, in the

City and County of San Francisco, State of Cali-

fornia, at 10:00 o'clock on the 22nd day of June,

1942, then and there to show cause, if any he has,

why he should not be restrained and enjoined [7]

during the pendency of this action from doing or

causing to be done, any act or thing designed to

enforce, collect or satisfy a certain tax assessment

made by defendant Richard Nickell, as Collector of

Internal Revenue, against plaintiff as an employer,

etc., said assessment being in the amount of $8,271.45.

It Is Further Ordered that a copy of the Bill of

Complaint herein and of this Order, be served on

each of the Defendants herein.
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Dated : June 9th, 1942.

MICHAEL J. ROCHE
Judge of the United States

District Court.

Return of Service of AVrit (attached to Coi3y).

[Endorsed] : Filed Jun. 9 1942 [8]

[Title of District Court and Cause.]

MOTION TO DISMISS

Now Comes the defendant above named and moves

the Court for its order dismissing the complaint filed

herein on the following gromid

:

That suit to enjoin or restrain the assessment or

collection of taxes is expressly forbidden by the pro-

visions of Section 3653 of the U. S. Internal Reve-

nue Code, which reads

:

"(a) Tax.—Except as provided in Sections

272 (a), 871 (a) and 1012 (a), no suit for the

purpose of restraining the assessment or col-

lection of any tax shall be maintained in any

court.

"(b) Liability of Transferee or Fiduciary,

—

No Suit shall be maintained in any court for the

purpose of restraining the assessment or col-

lection of (1) the amount of the liability, at law

or in equity, of a transferee of property of a

taxpayer in respect of any income, war-profits,

excess-profits, or state tax. (2) the amount of

the liability, at law or in equity, of a transferee
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of property of a donor in respect of anj^ gift

tax, or (3) the amount of the liability of a

fiduciary under section 3467 of the Revised

Statutes (U.S.C. Title 31, Sec. 192) in respect

of any such tax.
'

' [9]

That the complaint fails to show legal reasons for

the court to disregard the provisions of Section 3653,

above quoted.

FRANK J. HENNESSY,
United States Attorney,

ESTHER B. PHILLIPS,
Assistant United States

Attorney.

(Receipt of service)

[Endorsed] : Filed June 22, 1942 [10]

[Title of District Court and Cause.]

ORDER GRANTING DEFENDANT'S MOTION
TO DISMISS AND DENYING INJUNC-
TIVE RELIEF TO PLAINTIFF.

The order to show cause why the Plaintiff's

prayer for injunctive relief should not be granted,

coming on for hearing June 22, 1942, the plaintiff

appearing by his attorney, R. H. Schwab, and the

defendant appearing by his attorney Frank J.

Hennessy, United States Attorney for the North-

ern District of California, represented by Esther

B. Phillips, Assistant United States Attorney, and

the defendant having moved for dismissal of the
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complaint and the prayer of the plaintiff for in-

junctive relief, and the defendant's prayer for

dismissal of the complaint havmg been orally

heard, and the Court having considered the author-

ities and argument of counsel, it is Hereby Ordered,

Adjudged and Decreed that the defendant's motion

to dismiss the complaint be granted and the plain-

tiff's prayer for injunctive relief be and the same

is hereby denied.

Dated: June 22, 1942.

MICHAEL J. ROCHE
United States District Judge.

[Endorsed] : Filed Jun 22, 1942. [11]

In the Southern Division of the United States

District Court for the Northern District of

California.

No. 22203-R

N. N. S. MATCOVICH,
Plaintiff,

vs.

iUCHARD NICKELL, as Collector of Internal

Revenue for the First District of California,

Defendant.

JUDGMENT OF DISMISSAL

The Court having heretofore, on tlie 22nd day

of June, 1942, granted defendant's motion to dis-
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miss and having this day ordered that a judgment

of dismissal be entered herein

;

Now, therefore, by virtue of the law and by rea-

son of the premises aforesaid, it is considered by

the Court that the plaintiff take nothing by this

action and that the defendant go hereof without

day.

Judgment entered this 30th day of June, 1942.

WALTER B. MALING
Clerk

[Endorsed] : Filed Jun. 30, 1942. [12]

[Title of District Court and Cause.]

NOTICE OF APPEAL

To the Honorable Michael J. Roche, Judge of the

Above Entitled Court:

The above named plaintiff, feeling himself ag-

grieved by the judgment of dismissal and the order

discharging the order to show cause made and

entered in the above-entitled cause on the 3rd day

of June 1942, does hereby appeal from said judg-

ment of dismissal and order discharging said

order to show cause, Circuit Court of Appeals for

the Ninth District, for the reason specified in the

statement of plaintiff's points on appeal which

are filed herewith.

And your petitioner further shows that he has

filed with the Clerk of the above entitled court c'.

bond in the sum of Two Hundred and Fifty
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($250.00) Dollars for costs on appeal conditioned

as required by law.

Dated: July 3, 1942

R. H. SCHWAB
Attorney for Plaintiff

[Endorsed] : Filed Jul. 3 1942. [13]

[Title of District Court and Cause.]

BOND ON APPEAL

Know All Men by These Presents:

That we, N. N. S. Matcovich, as principal, and

Hartford Accident and Indemnity Company, an

incorporated surety company authorized to do busi-

ness in the State of California, as surety, acknowl-

edge ourselves to be jointly indebted to Richard

Nickell, appellee in the above case, in the sum of

Two Hundred and Fifty ($250.00) Dollars, condi-

tioned, that, whereas, on the 30th day of June, 1942,

in the District Court of the United States, for the

Northern District of California, Southern Division,

in a suit pending in that court, wherein N. N. S.

Matcovich, was i)laintiff, numbered on the docket

thereof as Civil Action #22203-R, a decree was ren-

dered against the said N. N. S. Matcovich, and the

said N. N. S. Matcovich having appealed to the

Circuit Court of Appeals of the United States, for

the Ninth Cii-cuit, at San Francisco, California,

and tiled copy of said notice of appeal in the oflSee
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of the clerk of the court to reverse said decree

;

Now, if the said N. N. S. Matcovich shall prose-

cute his appeal to execute and answer all costs if

he fails to make his plea good, then the above obli-

gation to be void, else to remain in full force and

virtue. [14]

It Is Further Stipulated as a part of the fore-

going bond, that in case of the breach of any con-

dition thereof, the above named District Court may,

upon notice to the surety above named, of not less

than ten days, proceed summarily in said suit to

ascertain the amount which said surety is bound to

pay on account of such breach, and render judg-

ment therefor against said surety and award exe-

cution therefor, not in excess of the foregoing sum.

Executed, this 3rd day of July, 1942.

N. N. S. MATCOVICH
Principal

By
His Attorney.

HARTFORD ACCIDENT & IN-

DEMNITY CO.

By ROBT. F. CULPEPPER
Attorney-in-Fact

(Duly verified.)

[Endorsed] : Filed Jul. 3, 1942. [15]
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[Title of District Court and Cause.]

STATEMENT OF PLAINTIFF'S AND
APPELLANT'S POINTS ON APPEAL

Comes now the plaintiff and appellant, N. N. S.

MatcoAdch, and presents herewith his statement of

the iDoints on appeal on which he intends to rely

on the appeal in the above entitled action

:

1. The Court erred in granting the motion of

dismissal of the Bill of Complaint in view of the

admitted allegations in the comj^laint to the effect

that the persons claimed by defendant to be em-

])loyees of plaintiff were not and never were, dur-

ing the years 1938, 1939 and 1940, for which reason

no tax could be levied under the Federal Contribu-

tions Act or the Federal Unemployment Tax Act.

2. The Court erred in dismissing said bill of

complaint in view of the admitted fact before the

Court as allerZged in the complaint that the rela-

tion which existed between the plaintiff and the

persons whom defendant claimed were employees,

were in fact licensees and independent contractors.

3. That the Court erred in dismissing said bill

of complaint in that the contract set forth in said

comi)laint definitely tixed the relations between

plaintiff and said aller/ged employees as that of

licensor and licensee. [l(i]

4. That the Court erred in dismissing said com-

plaint in that a contract set forth in said complaint

wliicli grants to said alleged employees the privilege

of dancing in plai]itiff's place of business and that
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for said privilege, said alleged employees pay there-

fore. That as further stated and alleged in said

contract that it is the intention of said parties to

said contract that said alleged employees should

not become an employee of the plaintiff and further

that alleged employees should not become subject

to the control of said plaintiff.

5. That the court erred in dismissing said com-

plaint in that it is alleged in said complaint that

the tax assessments referred to therein were errone-

ous, unlawful and void. Because the relationship

of employer and employee did not exist and, there-

fore, the action between defendant in an attempt

to levy a tax was an arbitrary and unlawful exer-

cise of the administrative authority of said defend-

ant.

6. That the Court erred in dismissing said com-

plaint and discharging said order to show cause in

that it is alleged in said complaint that plaintiff

had no plain, speedy or adequate remedy at law

for the reason that plaintiff's business would be

totally destroyed before an action to recover back

the taxes if paid, could be brought and concluded.

7. That the Court erred in dismissing said com-

plaint and discharging said order to show cause

that to allege in said complaint that plaintiff is

unable to pay sum of $8,271.45 without working

serious and irreparable damage to his i^ropert}' and

business.

8. That the Court erred in dismissing said com-

plaint and discharging said order to show cause in

that it is alleged in said complaint that if defend-
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ant siezes and distrains the property of plaintiff

and sells the same, plaintiff's entire business will

be lost and destroyed which will result in irrepar-

able damage to him.

9. That the court erred m dismissing said com-

plaint and discharging said order to show cause

in that neither the defendant nor his predecessor,

during the years 1939, 1940 or 1941 took any pro-

ceedings to collect said tax for said years and per-

mitted said tax to accumulate to such an amount

that plaintiff is now unable to pa}^ the same, and

that all during said period, said plaintiff relied

upon the dec^'sion of the Superior Court for the

State [17] of California and for the County of

Sacramento, Judge Peter J. Shields presiding,

that the relation of employer and employee did not

exist between plaintiff and said alleged employees.

That plaintiff also relied upon the decision of the

Department of Employment of the State of Cali-

fornia, holding that relationship of employer and

employee did not exist between jDlaintiff and said

alleged employees.

10. That Court erred in dismissing the Com-

l)laint and discharging the order to show cause in

that the bill of complaint, w^hich for the purposes

of the order to show^ cause must be taken as true,

stated among other matters that ])laintiff had no

plain, si)eedy or adequate remedy at law, for the

reason that his action to determine the legality of

the tax involved in said action may not be brought

except upon the payment of said tax and suit re-
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covered back. That plaintiff is unable to imy the

tax, namely, $8,271.45, without working serious and

irreparable damage to his property and business,

which could not subsequently be remedied by the

recovery of this tax by suit after payment. That if

defendant si'ezes and distrains the property of plain-

tiff, and sells the same, plaintiff's entire business

will be lost and destroyed, which will result in ir-

reparable damage to him.

11. That it would be inequitable now to permit

defendant to collect said taxes before the determi-

nation that the relationship of employer and em-

ployee existed during said period.

Wherefore, plaintiff prays that the said judg-

ment of dismissal and said order discharging said

order to show cause be reversed and that proper

decrees be entered on record herein for prayed for

in his bill of complaint.

Dated: July 3, 1942.

R. H. SCHWAB
Attorney for Plaintiff

[Endorsed] : Filed Jul 3 1942 [18]

[Title of District Court and Cause.]

PLAINTIFF AND APPELLANT'S DESIGNA-
TION OF CONTENTS OF RECORD OP
APPEAL.

Comes now the Plaintiff and Appellant, N. N. S.

Matcovich, and does hereby designate the following
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as the contents of his record to be included on
Appeal

:

I.

The Bill of Complaint.

II.

Order to Show Cause.

III.

Motion to Dismiss.

IV.

Order Discharging Order to Show Cause.

V.

Judgment of dismissal.

VI.

Notice of Appeal. [19]

VII.

Statement of Plaintiff's points on appeal.

VIII.

The designation of the contents of the Record ot

Appeal.

IX.

Bond of A])peal.

Dated: July 6th, 1942.

R. H. SCHWAB
Attorney for Plaintiff

(Receipt of Service)

[Endorsed] : Filed Jul. 7 1942. [20]
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District Court of the United States

Northern District of California

CERTIFICATE OP CLERK TO TRANSCRIPT
OF RECORD ON APPEAL

I, Walter B. Maling, Clerk of the District Court

of the United States, for the Northern District of

California, do hereby certify that the foregoing

pages, numbered from 1 to 20, inclusive, contain a

full, true, and correct transcript of the records and

proceedings in the case of N. N. S. Matcovich,

Plaintifif v. Richard Nickell, etc. Defendant. No.

22203-R., as the same now remain on file and of

record in my office.

I further certify that the cost of preparing and

certifying the foregoing transcript of record on

appeal is the sum of Three dollars and five cents

($3.05) and that the said amount has been paid to

me by the Attorney for the appellant herein.

In Witness Whereof, I have hereunto set my
hand and affixed the seal of said District Court at

San Francisco, California, this 29th day of July

A. D. 1942.

[Seal] WALTER B. MALING
Clerk

WM. J. CROSBY
Deputy Clerk [21]
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[Endorsed]: No. 10191. United States Circuit

Court of Appeals for the Ninth Circuit. N. N. S.

Matcovich, Appellant, vs. Richard Nickell, as Col-

lector of Internal Revenue for the First District of

California, Appellee. TranscrijDt of Record. Upon
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No. 10,191

IN THE

United States Circuit Court of Appeals

For the Nintb Circuit

N. N. S. MATC0^^CH,

Appellant,

vs.

Richard Nickell, as Collector of In-

ternal Revenue for the First District

of California,

Appellee.

APPELLANT'S OPENING BRIEF.

STATEMENT SHOWING JURISDICTIONAL FACTS.

This action was brought to restrain the defendant,

Collector of Internal Revenue from collecting an

alleged tax due under the Federal Insurance Contri-

butions Act and for contributions under Federal Em-

ployment Tax Act.

The matter comes before this Court on an appeal

from a judgment based upon the granting of a motion

to dismiss based upon the ground that complaint fails

to show legal reasons for tlie Court to disregard the

provisions of Section 3653 of the Internal Revenue

Code and an order denying injunctive relief to jolain-

tiff piu'suant to an order to show cause for that pui*-

pose.



The main propositions upon which the complaint is

based are: That plaintiff is not subject to either of

the above referred to acts because the relation of em-

ployer and employee did not exist for which reason the

allee^ed contributions were not due or collectible. That

plaintiff would be irreparably damaged if the defend-

ant collected the total amomit alleged to be due,

namely, $8271.45 because plaintiff w^as unable to pay

said sum and that if defendant seized and distrains

the property of plaintiff and sells the same, plaintiff's

entire business would be lost and destroyed. Plaintiff

therefore maintains that if the relation of employer

and employee does not exist defendant had no right

to enforce collection and since the equitable gi^ounds

are present the collector should be restrained notwith-

standing the provision of section 3653 United States

Internal Revenue Code.

FACTS ALLEGED IN THE COMPLAINT.

The following facts alleged in the complaint for the

purposes of this case must be taken as true.

The complaint alleges that during the years 1938,

1939 and 1940 plaintiff conducted a dance hall in the

city of Sacramento and that during that period, plain-

tiff licensed certain ladies to use said premises for the

purpose of dancing. That said ladies were not em-

ployees of the plaintiff and did not come within the

terms of the said Insurance Contributions Act or siiid

Federal Emi)loyment Tax Act during said i)eriod since

the operation of said acts are based upon the relation-



ship of employer and employee. That the only rela-

tionship which did exist between the plaintiff and said

ladies during- said period, was one of licensor and

licensee, and that said ladies during said period were

independent contractors. It is further alleged that an

agreement was entered into between plaintiff with each

one of the ladies dancing in the premises of plaintiff

which granted each of said ladies the privilege of en-

gaging in dancing with the patrons of plaintiff in his

premises in consideration of the pajnnent to him of

the portion of the money earned by each of said ladies

as mutually agreed upon. It is further stated in said

agreement that it was the intent thereof that they

should not become emi)loyees of plaintiff nor should

be subject to his control. It is further alleged in said

complaint that there was no other agreement of any

kind entered into between plaintiff and said ladies.

That said ladies during said period danced under the

license issued to them pursuant to said agreement and

under no other agreement or arrangement. It is then

alleged that said tax assessments were erroneous, un-

lawful and void because the relation of employer and

employee did not exist. And, therefore, the action by

the defendant in attemj)ting to levy a tax is an arbi-

trary and unlawful exercise of administrative author-

ity. That a claim of abatement for said taxes and as-

sessments were denied and that the defendant, unless

restrained, will seize and restrain plaintiff's properiy

under said authority of said tax assessment. It is then

alleged that jjlaintiff has no plain, speedy, or adequate

remedy at law for the reason that his action to deter-

mine the legality of said assessment may not be



brought except upon the payment of said tax assess-

ment and a suit to recover it back. Plaintiff then

alleges that he is unable to pay the said sum claimed

$8271.45 without working serious and irrepai'able dam-

age to his property and business which could not sub-

sequently be remedied by the recovery of this tax

by suit after payment. That if the defendant seizes

and distrains the property of plaintiff and sells the

same, plaintiff's entire business will be lost and de-

stroyed which w411 result in the irreparable damage to

him. That plaintiff then alleges that the reason he

did not pay said tax during said period of 1939, 1940

and 1941 was because of the following facts and cir-

cumstances :

That all ladies desiring to dance in said premises

of plaintiff entered into the license agreement under

which agreement they were licensees only and not em-

ployees. That more than sixty ladies annually exe-

cuted and operated mider said licensed agreement dur-

ing said period. That no claim of any kind was ever

filed by any of said ladies, except during the year 1939

one Mary C. Hosier filed an application for compensa-

tion under the State Unemployment Act, which appli-

cation was finally denied on the theory that she was

not an employee. That during that same year the

California Employment Commission filed an action in

the Superior Court of Sacramento County to recover

contributions based upon the alleged taxable wages of

said ladies during the years 1936, 1937 and the first

quarter of 1938. On the theory that the relation of em-

ployer and employee existed, Honorable Peter J.

Shields, before whom said action was tried, held that



the commission was not entitled to recover because the

relation of employer and employee did not exist. That

all during said period, 1939, 1940 and 1941, no proceed-

ings were taken by the defendant to collect any taxes.

That it would be unjust and inequitable under those

circumstances to comj^el the plaintiff to pay said taxes

and assessments mitil such time as it be determined

that said taxes and assessments are due from plaintiff.

LAW OF THE CASE.

The facts alleged in the complaint as a motion to

dismiss must be accepted as true.

The motion to dismiss was based upon the ground

that suit to enjoin or restrain the assessment or col-

lection of taxes is expressly forbidden in Section 3653

of the U. S. Internal Revenue Code. The contention

of the appellant is that before the tax or assessment

can be levied and collected, the basic fact must be pre-

sented, namely, that the relation of employer and em-

ployee existed. Under those circumstances, if equita-

ble grounds are present, the Court, in the exercise of

its equitable jurisdiction will restrain the collection of

the tax.

In the case of Miller v. Standard Nut Margerhie,

284 U. S. 498 at page 509, 52 S. Ct. 26, 76 L. Ed. 422,

the Court said

:

''Independently of, and in cases arising prior to,

the enactment of the provision which became Rev.

Stat. Section 3224, U.S.C. title 26, Section 154,

this court in harmony with the rule generally



followed in courts of equity held that a suit will

not lie to restrain the collection of a tax upon the

sole ground of its illes^ality. The principal reason

is that, as courts are without authority to appor-

tion or equalize taxes or to make assessments, such

suits would enable those liable for taxes in some

amount to delay payment or possibh' to escape

their lawful burden and so to interfere with and

thwart the collection of revenues for the support

of the government. And this court likewise recog-

nizes the rule that, in cases where complainant

shows that in addition to the illegality of an exac-

tion in the guise of a tax there exist special and

extraordinary circmnstances sufficient to bring the

case within some acknowledged head of equity

jurisprudence, a suit may be maintained to enjoin

the collector."

The action of Midtvest Haiders Inc. v. Brady, Acting

Collector, 128 Fed. (2d) 496, decided June 2, 1942, was

brought to enjoin the collection of additional taxes as-

sessed against plaintiff under Title VIII and IX of

the Social Security Act. It is there claimed that the

additional tax was illegal and that the collection of

them would cause the irreparable injury and would

destroy its business and that it was without an ade-

quate remedy at law. The lower Court granted a mo-

tion to dismiss based upon Section 3653 of the Inter-

nal Revenue Code. The Court said:

"Appellant concedes that the statute applies to

all assessments and collections of Internal Revenue

taxes made or attenij)ted to be made undei- coh^r

of of&c(^ by Internal Revenue officers chai-ged with

general jurisdiction over the assessment and col-



lection of such taxes, but it argues that notwith-

standing the statute, couii:s have the power to

restrain the assessment or collection of taxes

where the remedy of the taxpayer at law to re-

cover a tax illegally assessed or collected, is in-

adequate, or w^here there exists extraordinary and
exceptional circumstances which bring the case

within some settled field of equitable jurisdiction

or where the exaction sought to be restrained is

not within the definition of a tax. The question

thus simmers down to whether appellant has

stated a case not covered by the Statute.
'

'

The Court then, in its opinion, reviews the allega-

tions of the complaint which showed the tax to be

illegal and also that the enforced collection would re-

sult in a total loss of business. The Court then said:

**(2-5) Section 3653 of the Internal Revenue
Code is not an absolute bar to every action to re-

strain the collection of an illegal tax. Hill v.

WaUace, 259 U. S. 44, 62, 42 S. Ct. 453, 66 L. Ed.

822; Miller v. Standard Nut Margarine Co., 284

U. S. 498, 509, 52 S. Ct. 269, 76 L. Ed. 422; Dodge
V. Osborn, 240 U. S. 118, 122, 36 S. Ct. 275, 60 L.

Ed. 557. The genesis of this statute is found in

Section 19 of the Act of March 2, 1867, ch. 169,

14 Stat. 475. Originally, it was an amendment of

the Internal Revenue Act of July 13, 1866, ch.

184, 12 Stat. 152. The Act of which it was made
a part expressly provided for a remedy at law by
suit to recover taxes erroneously or illegally as-

sessed or collected. In its present language it ap-

peared in the Revised Statutes independently of

the Revenue Act as R. S. 3224. Its original and
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present setting require that it be construed in

pari materia with other parts of the Internal Rev-

enue Act which give to a taxpayer the unqualified

right of recovery of all that has been illegally

exacted from him under the guise of a tax. Sny-

der V. Marks, 109 U. S. 189, 3 S. Ct. 157, 27 L. Ed.

901. When it is made to appear that the rights

and property of an alleged taxpayer will be ut-

terly destroyed if he is compelled to pay a tax

that is not in fact his obligation and the pursuit

of his remedy by suit for the recovery will not

adequately restore to him that which he has lost,

a court of equity may take jurisdiction to grant

relief in advance of payment notwithstanding the

prohibition in Section 3653. The complaint in the

case at bar, the allegations of which are admitted

by the motion to dismiss, alleges facts which if

true, show that the taxes sought to be collected

by the appellee from appellant probably are not

in fact due and the allegations further show that

appellant's principal assets are intangibles com-

posed of contracts with the owners of carrier's

equipment and Universal and certificates of con-

venience and necessity for the use of the public

highways of the states in which appellant is au-

thorized to conduct its business. The allegations

further show that these assets could not be sold

at forced sale at any price and that a sale of the

other assets of appellant will incidentally destroy

its intangibles. It thus appears that the collec-

tion of the taxes alleged to be due by distrain

and sale would destroy property of appellant, the

the value of which it could in no way recover

through the processes provided under the Inter-

nal Revenue Law.



In our opinion the case at bar comes within the

exceptions to Section 3653 of the Internal Reve-

nue Code stated b}^ the Supreme Court in Hill v.

Wallace, supra; Dodge v. Brady, supra; Allen v.

Regents, 304 U. S. 439, 449, 58 S. Ct. 980, 82 L.

Ed. 1448; Raymond v. Chicago Union Traction

Co., 207 U. S. 20, 39, 28 S. Ct. 7, 52 L. Ed. 78,

12 Ann. Cas. 757.

Judgment reversed and cause remanded for

further proceedings consistent with this opinion."

Under the above authorities, we submit the com-

plaint does state a cause of action for the relief re-

quested, for which reason the judgment should be

reversed.

Dated, Sacramento, California,

September 18, 1942.

Respectfully submitted,

R. H. Schwab,

Attorney for Appellant.
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OPINION BELOW.

The court below did not write an opinion nor enter

any findings of fact or conclusions of law, but granted

the Collector's motion to dismiss the bill of complaint

and denied taxpayer's prayer for injunctive relief.

JURISDICTION.

This is an appeal fi*om the order of the District

Court dated June 22, 1942 (R. 11-12), granting the

Collector's motion to dismiss taxpayer's bill of com-



plaint and denying him the relief prayed for. The

complaint prayed for an injmiction to restrain the

collection of certain federal unemployment taxes. The

jurisdiction of the District Court was apparently in-

voked imder Section 24 of the Judicial Code, as

amended. Appeal was thereupon taken from the Dis-

trict Court's order to this Court under date of July

3, 1942 (R. 13), under the provisions of Section 128(a)

of the Judicial Code, as amended.

QUESTION PRESENTED.

Whether this suit to restrain the collection of taxes

was prohibited by Section 3653 of the United States

Internal Revenue Code.

STATUTE INVOLVED.

Internal Revenue Code:

SEC. 3653. PROHIBITION OF SUITS TO
RESTRAIN ASSESSMENT OR COLLEC-
TION.

(a) Tax.—Except as provided in sections

272(a), 871(a) and 1012(a), no suit for the pur-

pose of restraining" the assessment or collection

of any tax shall be maintained in any court.

(b) Liahilitj/ of Transferer or Fiduciary.—No
suit shall be maintained in any court for the pur-

])ose of restraininu' the assessment or collection

of (1) the amount of the liability, at law or in

equity, of a transferee of property of a taxpayer



in respect of any income, war-profits, excess-

profits, or estate tax, (2) the amount of the lia-

bility, at law or in equity, of a transferee of

property of a donor in respect of any gift tax,

or (3) the amount of the liability of a fiduciary

under section 3467 of the Revised States (U. S. C,
Title 31, §192) in respect of any such tax. (U. S.

C. 1940 ed.. Title 26, Sec. 3653.)

STATEMENT.

In the court below the bill of complaint substan-

tially and briefly alleged as follows: During the years

1938, 1939 and 1940 taxpayer conducted a dance hall

in the city of Sacramento, California, and licensed to

dance therein certain ladies who were not his em-

ployees (R. 2-3), but who danced at his premises under

a licensmg agreement which provided that the licensee

did not become an employee of the undersigned, but

agreed to abide by all regulations established by him in

the operation of his business (R. 4) ; that no other

agreement of any kind was ever entered into between

appellant and those ladies and that the tax assessments

were based on appellee's erroneous holding that the

dancing ladies were employees of appellant and that

the relationship of independent conti'actors did not

exist between the ladies and the taxpayer; that tax-

payer did not come within the terms of the Federal

Insurance Contributions Act or the Federal Unem-

ployment Act, and that the taxes assessed thereunder

were erroneous, unlawful and void (R. 3-5) ; that on or

about May 19, 1942, taxpayer filed a claim for abate-



ment of these taxes and assessments, but that the

abatement claim was denied and that the Collector

was preparing to distrain and sell his property unless

restrained and enjoined by the court (R. 5) ; that tax-

payer had no plain, speedy, or adequate remedy at law

for the reason that his action to determine the legality

of the tax assessments may not be brought except upon

payment of the tax and suit to recover it back, which

he was unable to do and that therefore the payment

of the taxes in the amount of $8,271.45 would work

serious and irreparable damage to his property and

business, which could not subsequently be remedied

by the recovery of this tax by suit after payment ; and

that if the Collector seized and distrained upon the

property of taxpayer, his entire business would have

been lost and destroyed (R. 5-6) ; that, therefore, for

the reasons stated, there was no tax due from taxpayer

and therefore he did not pay any tax nor did he make

any deductions from the moneys received by the ladies

as required by the acts if the relationship of employer

and employee existed because all of the ladies dancing

in his premises entered into a license agreement prior

to their dancing and that pursuant to such agreement

the ladies who danced therein were licensees only and

not employees (R. 6) ; and that taxpayer was informed

and believed that no claim of any kind was ever filed

by any of the ladies under and pursuant to the State

Employment Act or Social Security Act until during

the year 1939 when one of the ladies filed such an

ap]>lication for compensation under the State Employ-

ment Act based upon services alleged to have been



performed from October, 1938, to February, 1939, but

that taxpayer resisted such application and that ap-

plication was denied by the Adjustment Unit of the

Division of Unemployment Insurance of the State of

California on the ground that the employer and em-

ployee relationship did not exist; that thereupon the

lady took an appeal from such decision and that the

appellate body affirmed the ruling that the relationship

of employer and employee did not exist between tax-

payer and the lady ; and that thereafter the California

Employment Commission on January 13, 1939, filed

an action in the Superior Court of California for the

County of Sacramento against taxpayer for the pur-

pose of recovering contributions under and pursuant

to the Unemployment Act based upon the taxable

wages alleged to have been determined by the dancing

ladies during the years 1936, 1937, and the first quarter

of 1938, on the theory that the relationship of em-

ployer and employee existed between taxpayer and the

ladies ; that thereafter the Honorable Peter J. Shields,

before whom such action was tried on January 24,

1940, held that the California Employment Commis-

sion was not entitled to recover from taxpayer because

the relation of employer and employee between tax-

payer and the ladies did not exist. (R. 6-7.)

Whereupon, taxpayer prayed that judgment be

entered against the Collector that there was no tax or

assessment due under either of the acts as claimed

by the Collector, and that the Collector, his deputies,

agents and employees be enjoined and restrained from

assessing, levying, or collecting any of the taxes, and
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from doing any other thing designed to enforce or

satisfy the tax or assessment thereof mitil such time

that the court should have determined whether the

taxes or assessment had been properly levied and

assessed and for such further relief as may be just

and })roper under the circumstances, and for his costs.

(E. 8.)

The court below issued an order to show cause to

the Collector (R. 9), who thereupon, through the

United States Attorney for the Northern District of

California, interposed a motion to dismiss on the

gromid that Section 3653 of the United States Internal

Revenue Code denies the court jurisdiction to enter-

tain the bill of injimction, and that the complaint

failed to show reasons why the provisions of this sec-

tion should be disregarded. On the same date that such

a motion was filed, the court heard arguments thereon

and granted the Collector's motion to dismiss the bill

of complaint and denied the relief prayed for therein.

SUMMARY OF ARGUMENT.

The prohibition of Section 3H53, supra, is absolute

and clearly denies the equity jurisdiction contended

for here. The bill discloses that the dancing ladies

were procured by taxpayer and signed an agreement

with him to abide by all regailations established by

him in the operation of his business. It is shown that

the validity of the tax depends upon the resolution of

a question of law and that the tax assessment is predi-

cated u]K)n an administrative determination made by



a duly constituted officer in the regular performance

of his official duties. In such a situation the statute

requires that the tax be paid before a resort can be

had to the courts.

Moreover, there is no showing that equitable relief

is necessary in this case to prevent great, immediate

and irreparable injury to the taxpayer or his property.

The exceptional cases in which jurisdiction has been

sustained despite the prohibition of the statute are

not applicable here. In those cases it has appeared

on the face of the bill that the imposition sought to

be collected was a penalty instead of a tax or that

there was no legal basis for the tax.

ARGUMENT.

THE PROPOSED ACTION OP THE ADMINISTRATIVE OFFICER
HAS A PROPER BASIS AND IS NOT ARBITRARY. MORE-
OVER, THERE IS NO SHOWING THAT EQUITABLE RELIEF
IS NECESSARY TO AVOID IRREPARABLE INJURY. IN THIS
SITUATION THE DISTRICT COURT WAS WITHOUT JURIS-

DICTION TO ENJOIN THE COLLECTION.

The provisions of Section 3653 of the Internal Rev-

enue Code were first enacted into law in Section 10

of the Act of March 2, 1867, c. 169, 14 Stat. 471, 475,

which was an amendment of the Internal Revenue Act

of July ,13, 1866, c. 184, 14 Stat. 98, 152. Such section

was a part of the revenue act which set up a system

of corrective justice to adjudicate tax controversies

between the citizen and his ,Government. Such a sys-

tem included, and still includes, protest and hearing

on tax controversies prior to payment and then appeal
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to the courts i'ov iiiuil adjudication when the decisions

of the administrative department are not agreeable to

the taxpayer. The enactment of the law that no suit

for the purpose of restraining- the assessment or col-

lection of any tax should be maintained in any court

was an enactment into law of the long-established rule

prevailing in the.coui*ts of this Country and in Eng-

land. Mooers v. Smedley, 6 Johns. Ch. (N.Y.) 27

(1823). For seventy-five years this section of the law

prohibiting injunctions restraining the collection of

taxes has been held inviolate by the United States

Supreme, appellate, and district courts.'

The bill of complaint ,shows on its face that tax-

payer operated a dance hall and procured a nmnber

of ladies to dance with the male patrons of the hall;

that the .ladies signed an agreement to abide by all

i-egulations established by taxpayer in the operation

^Graham v. duPont, 262 U. S. 234; Baihy v. Geonje, 259 U. S.

16; Dodge v. Oshorn, 240 U. S. 118; Snijder v. Marks, 109 U. S.

189; Cheatham v. United States, 92 U. S. 85; State liailroad Tax
Cases, 92 U. S. 575; Gouge v. Hart, 250 Fed. 802 (W.D. Va.);

Paqe v. Polk, 281 Fed. 74 (CCA. 1st) ; Seaman v. Bowers, 297

Fed. 371 (CCA. 2d) ; Cadwalader v. Sturgess, 297 Fed. 73 (CC.
A. 3d) ; Bashara v. Hopkins, 295 Fed. 319 (CCA. 5th) ; Sigman
V Reineeke, 297 Fed. 1005 (CCA. 7th); Hernandez r. M'Ghee,

294 Fed. 460 (CCA. 8th) ; Waldron v. Poe, 1 F. 2d 932 (AV.T).

Wash.) ; Union Fishermen's Co-op. Packing Co. v. Huntley, 285

Fed. 671 (Ore.); Witherhee r. Burcn, 296 Fed. 576 (N.D.N.Y.)
;

Reineeke v. Peacock, 3 F. 2d 583 (CCA. 7th) ; Corhus v. Alaska

Trcadivell Gold-Min. Co., 99 Fed. 334 (Alaska), affirmed, 187

U S. 455; Straus v. Ahrast Realti/ Co.. 200 Fed. 327 (E.D.N.Y.)
;

City of Seattle v. Poe, 4 F. 2d 276 (WM). Wash.); Kmaus Silk

Co.' r. McCauqhn, 6 F. 2d 660 (E.D. Pa.) : Josiph Garncau Co. v.

Boivers. 8 F. 2d 378 (S.D.N.Y.) ; McDowell r. Hciner, 9 F. 2d

120 (W.l).Pa.), affirmed. 15 F. 2d 1015 (CCA. 3d), certiorari

denied. 273 V. S. 759; Reineeke v. 0. D. Jennings i(- Co., 16 F.

2d 927 (CCA. 4th); Broadway Blending Corp. v. Sugdtn. 2 l\

Supp. S37 (W.D.N.Y.); Nan v. Ra-wiussan, 1 F. Supp. 446

(Mont.).
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of his business; and that tliere is a controversy be-

tween the taxpayer and the Government with respect

to whether or not the ladies are employees of the tax-

payer. Thus it appears that the validity of the tax de-

pends upon tlie resolution of a question of law and

that the tax assessment is predicated upon an adminis-

trative determination made by a duly constituted offi-

cer in the reg'ular performance of his duties. In, such

a situation, we submit that the jurisdiction of the

courts to decide the controversy is postponed until

after the tax is paid.

In Snyder v, Marks, 109 U. ,S. 189, 192-193, the

statutory prohibition against injunction suits was con-

strued to mean that the courts could not interfere with

the Collector when he sought to collect
'

' that which is

in a condition to be collected as a tax, and is claimed

by the proper public officers to be a tax, although on

the other side it is alleged to have been erroneously

or illegally assessed."

Accordingl}', it is our position that a proceeding

seeking to enjoin the collection of Federal taxes must

stand or fall upon the sufficiency of the averments in

the bill of complaint of the existence of such excep-
^

tional and extraordinary circumstances as will demon- '

strate that the proposed action of the administrative

officers has no proper basis and is arbitrary. In addi-

tion, it must appear that, without equitable relief, the

complainant will suffer great, immediate, and irrep-
[

arable injury to its property. -^

In the few exceptional cases which have permitted

injunctions it has appeared on the face of the hill that

/
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the imposition sou^lit to be collected was a penalty

instead of a tax, or tliat the^tax was not due. In addi-

tion there existed in conjunction therewith a combina-

tion ol' peculiar, unusual and extraordinary facts and

circumstances which would .deprive plaintiff of his

property and make inadequate the results of a suit for

the recovery of the taxes complained of. Thus, in

Miller v. Nut Margarine , Co., 284 U. S. 498, the Court

said (p. 510) : "A valid oleomari2^arine tax could by

no legal possibility have been assessed against re-

spondent * * *." The, Court further found that the

combination of unusual facts and circumstances pres-

ent there (none of which are even remotely akin to

those alleged here) justified ,an exception to the re-

strictions of the statute and considered the merits of

the case prior to payment. This is the leading excep-

tion to the, prohibition of Section 3633. ///// v. Wal-

lace, 259 U. S. 44, was a stockholder's suit and has

been classed with the penalty cases. Graham v.

duPont, 262 U. S. 234, 235, 237-238. The Court held that

due to the nation-wide effect which would result from

the collection of the tax and penalties and the multi-

plicity of suits involving each single trade in the grain

market, the prohibition of the statute was inapplica-

ble. In Dodfje v. Brady, 240 U. S. 122, the court below

considered the bill for injunctioii on the merits and

dismissed it. When the ai^peal reached the Supreme

Court, that Court held that while the trial court erred

in assuming jurisdiction by reason of the i)rovisions

of the statute, it would be a waste ol'^tinie to send the

case back since the constitutional (|uestion involved

jiad just been adversely decided against the taxpayer
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by the Court at that tei'in, and, hence, affirmed the dis-

missal below. In Allen v. Regents, 304 U. S. 590, juris-

diction was sustained because the threatened collec-

tion was not a tax but a penalty and the regents had

no remedy at law to test the validity of the statute re-

quiring them to collect taxes from the patrons of their

athletic contests. In Midtvest Haulers v. Brady, 128 F.

2d 496 (C. C. A. 6th), the court found that the taxes

'^ probably are not in fact due" and that payment of

the tax and a suit for the recovery thereof appeared

plainly inadequate as such procedure would have re-

sulted in the utter destruction of the taxpayer's busi-

ness since it was unable to put up the money, and a

sale of its assets (which were largely in the form of

contracts, franchises, etc.) to pay its tax would have

destroyed it. While we believe the case was errone-

ously decided, the findings mentioned distinguished it

from the instant case.

In each decision which constituted an exception

from the prohibition of the statute the peculiar, un-

usual and extraordinary facts and circmnstances

pleaded made it plainly appear that the remedy at

law was not adequate and that jf invoked the destruc-

tion or irreparable injury of taxpayer's business

would have resulted. But here no such situation exists

and this taxpayer has demonstrated in another suit for

the recovery of social security taxes that the remedy

at law is adequate. He was the plaintiff iii N. N. S.

Matcovich v. Aufjlim (N. D. Calif.), decided July 11,

1942, motion for rehearing pending, foi- the recovery

of social security taxes for the year 1937, identical in
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character with the taxes, the collection of which he

seeks to restrain here. There, like here, he contended

that the relationship between the ladies w'ho danced

at his liall and himself was that of independent con-

tractors and not employee and employer. Thus, the

question there in the suit for refund on its merits was

identical with the question involving the merits here.

The court, through Judfte Martin I. Welsh, ruled

against him on the merits in the refund suit and

held that the relationship of employee and employer

existed. This demonstration of a full and adequate

remedy at law being available to taxjoayer ought to

end his case.

The prohibitions of the section involved apply to

social security taxes. Allen v. Shelton, 96 F. 2d 102

(CCA. 5th), certiorari denied, 305 U.S. 630; Beeland

Wholesale Co. v. Davis, 88 F. 2d 447 (CCA. 5th),

certiorari denied, 300 U. S. 680; Alpha Portland Ce-

ment Co. V. Davis, 88 F. 2d 449, cei-tiorari denied, 300

U.S. 681. Hardshij) on the taxpayer is not sufficient

ground for enjoining the collection. Concentrate Mfg.

Corp. V. Hi
c)
gins, 90 F. 2d 439 (CCA. 2d), cei-tiorari

denied, 302 U.S. 714. Alleged avoidance of a multi-

l^licity of suits was not a sufficient gromid for restrain-

ing the collection of the tax in Ilnston v. Iowa Soap

Co., 85 F. 2d 439 ((\CA. 6th), certiorari denied, 299

U.S. 594. In Stalei/ v. Hopkins, 9 F. 2d 976 (N.D.

Tex.), an injunction was denied to prevent seizure and

sale by the Collector of ])laintiff's homestead in satis-

faction of a tax claimed to be due from his wife. A
plea that plaintiff was without funds to pay the tax
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demanded and that distraint would have destroyed his

credit and business was not sufficient to warrant such

jurisdiction in Thoriihill Wagon Co. v. Noel, 17 F. 2d

407 (E.D. Va.). Mere inconvenience to taxpayer in

the administration of a trust estate, usually a matter

for equitable jurisdiction, did not void the prohibi-

tion; in Reineche v. Peacock, 3 F. 2d 583 (CCA. 7th).

On the same day that the Supreme Court in Child

Lahoi' Tax case, 259 U.S. 20, held the child labor tax

unconstitutional, it held in Bailey v. George, supra,

that the prohibition of the statute forbade restraining

the collection of such unconstitutional exaction.

Taxpayer here in his bill for injunction did not

allege specificially and in detail facts and circum-

stances which, reasonably interpreted, might have con-

stituted miusual and extraordinary facts and circum-

stances resulting in hardship and rendering the statu-

tory remedy at law inadequate, but merely pleaded

ultunate facts and conclusions of law. It is elementary

that only material facts well pleaded are admitted in a

motion to dismiss. Thus, none of the ultimate facts or

conclusions of law alleged were admitted.

Taxpayer has a plain, adequate, and complete rem-

edy at law by paying the taxes and then filing claims

for refund and later instituting suit upon the rejec-

tion of the refund claim. His suit against a Collector

in the California federal court, supra, for social

security taxes jjaid by him for 1937 is undeniable

proof and demonstration of the accuracy of this

statement.
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CONCLUSION.

ill view ul* the loregoin^', it is respectfully submitted

that the order of the court below granting tlie Col-

lector's motion to dismiss should be affirmed.

Dated, October 21, 1942.

Respectfully submitted,

Samuel 0. Clark, Jr.,

Assistant Attorney General,

SewALL Key,

J. Louis Monarch,

Mills Kitchin,
Special Assistants to the Attorney General,

Frank J. Hennessy,
United States Attorney,

Esther B. Phillips,

Assistant United States Attorney,

Attoimeys for Appellee.
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No. 10,191

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

N. N. S. Matcovich,
Appellant,

vs.

Richard Nickell, as Collector of In-

ternal Revenue for the First District

of California,

Appellee.

APPELLANT'S CLOSING BRIEF.

Under the head of ''Summary of Argument" on

page 6 of his brief, appellee says, ''The bill discloses

that the dancing ladies were procured by tax payer."

A similar statement is made on page 8 under the head

**Argument". There is nothing in the complaint, how-

ever, that sustains this statement and it is, therefore,

not correct.

The bill of complaint sets out in full the agreement

between the plaintiff and these ladies. This agreement

states definitely that the relationship is that of licensee

and licensor and provides that the ladies pay for the



privilege of dancing. (Tr. page 4.) The complaint

also states, "That no other agreement of any kind

was ever entered into between said plaintiff and said

ladies." (Tr. page 5.) The allegations, together with

those set out in our opening brief, show the relation-

ship. The relationshi]:) is a question of fact. The

motion to dismiss admits these facts and the appellee

is bound thereby. Obviously, if the relationship of

licensor and licensee exists, the tax levied is certainly

illegal.

We do not think anything would be gained by a

review of the cases cited by appellee, since the rule is

quite definitely established by the two cases cited in

our opening brief.

On page 11 of ap])ellee's brief, some reference is

made to another suit brought by plaintiff herein

against the former collector, Anglim. However, the

only matters that this Court can consider at this time

are those stated in the complaint. We might say, how-

ever, that where the appellee pei-mitted the accumula-

tion of alleged taxes for a three year period without

taking any steps to enforce the collection and plaintiff

did not make those payments becixuse he relied upon a

State Court decision in his favor holding that the

relation of employer and employee did not exist, the

equities here involved are entirely different from those

involved m the earlier ciise. That case is now on ap-

peal to this Court. The accuimilations of the taxes for

a period of three years reached an amount that plain-

tiff* was miable to pay.



The admitted facts are:

That before the ladies were permitted to dance a

license agreement was entered into. (Tr. page 4.) That

no other agreement w^as entered into. (Tr. page 5.)

That said ladies during said period danced in said

premises mider the license issued to them hy plaintiff

and by and under no other agreement or arrangement.

(Tr. page 5.) That said agreement expressly provided

that it was the intent that licensee should not become

an employee and not subject to plaintiff's control. (Tr.

page 4.) That she paid for the privilege of dancing.

(Tr. page 4.) These admitted facts show that no rela-

tion of employer and employee existed and hence there

could be no tax levied.

It is also admitted

:

That iDlaintiff has no plain, speedy or adequate

remedy at law except to pay and then sue. (Tr. page

5.) That plaintiff is unable to pay the said tax assessed

without working serious and irreparable damage to his

property and business, which could not be subsequently

remedied by the recovery of this tax by suit after

payment. (Tr. page 6.)

That if defendant seizes and distrains the property

of plaintiff and sells the same, plaintiff's entire busi-

ness mil be lost and destroyed, which will result in

irreparable damage to him. (Tr. page 6.) Facts are

then stated giving the reason for nonpayment and tliat

a large accumulation resulted which plaintiff is unable

to pay. (Tr. pages 6-8.)



Under the rule laid down in Midwest Haulers v.

Brady, 128 F. (2d) 496 (CCA. 6th), these admitted

facts justify the intervention of equity.

Dated, Sacramento, California,

October 30, 1942.

Respectfully submitted,

R. H. Schwab,

Attorney for Appellant.
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APPEARANCES

For Taxpayer:

WILLIAM A. BOEKEL, Esq.,

JOHN CUMMINGS, Esq.,

JOHN D. GALLAHER, Esq.

For Coram 'r:

HARRY HORROW, Esq.

Docket No. 104195

CONSOLIDATED CHOLLAR GOULD & SAY-

AGE MINING COMPANY,
Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES
1940

Aug. 10— Petition received and filed. Taxpayer no-

tified. Fee paid.

Aug. 12— Copy of petition served on General

Counsel.

Aug. 10—Request for Circuit hearing in San Fran-

cisco, Calif., filed by taxpayer. 8/12/40

copy served.

Sept. 3—Notice of appearance of William A. Boe-

kel as counsel for taxpayer filed.

Oct. 1—Answer filed by General Counsel.

Oct. 4—Copy of answer served on taxpayer.



2 Consolidated Chollar Gould, Etc.

Docket Entries—(Continued)

1941

April 8— Hearing set June 16, 1941, San Fran-

cisco, California.

June 27—Hearing bad before Mr. Kern on tbe

merits. Submitted. (Consolidated.) Ap-

pearance of Jobn D. Gallaher filed at

hearing. Briefs due 8/11/41. Reply

briefs due 9/10/41.

July 14— Transcript of bearing June 27, 1941,

filed.

Aug. 11—Brief filed by taxpayer. 8/12/41 copy

served.

Aug. 11—Brief filed by General Counsel.

Sept. 10—Reply brief filed hy taxpayer. 9/11/41

copy served.

Sept. 10—Reply brief filed by General Counsel.

1942

Feb. 4—Findings of fact and opinion rendered.

Kern, #16. Decisions will be entered

pursuant to Rule 50. 2/7/42 copy served.

Mar. 4— Computation as to deficiency filed by

General Counsel.

Mar. 5—Hearing set April 8, 1942, on settlement.

Mar. 23—Consent to settlement filed ])y taxpayer.

Mar. 25—Decision entered. Arundell, Div. 7.

June 24— Petition for review by U. S. Circuit

Court, 9th Circuit, and statement of

points filed by taxjiayer.

June 24—Proof of service filed. [1*]

*Page numbering appearing at top of page of original certified
Transcript of Record.
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Docket Entries— (Continued)

1942

June 24— Designation of contents of record filed

by taxpayer. Proof of service thereon.

June 26—Proof of service of petition for review

filed.

July 6— Certified copy of order from the 9th

Circuit re transmission of certain origi-

nal exhibits designated as Exhibits Nos.

P-1, P-2, P-3, and P-4, received in evi-

dence in lieu of copies to be safely kept

by the Clerk of this Court and to be re-

turned to the Clerk of the Board of Tax

Appeals upon the final decision filed. [2]

Docket No. 105095

CONSOLIDATED CHOLLAR GOULD & SAV-
AGE MINING COMPANY, a corporation,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES
1940

Oct. 7— Petition received and filed. Taxpayer

notified. Fee Paid.

Oct. 7— Copy of petition served on General

Counsel.
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Docket Entries—(Continued)

1940

Oct. 7—Request for Circuit hearing in San Fran-

cisco, California, filed by taxpayer.

10/7/40 copy served.

Dec. 4—Answer filed by General Counsel.

Dec. 10—Copy of answer served on taxpayer. San

Francisco, Calif.

1941

April 8—Hearing set June 16, 1941, San Fran-

cisco, California.

June 27—Hearing had before Mr. Kern on the

merits. Submitted. (Consolidated.) Ap-

pearance of John D. Gallaher filed at

hearing. Briefs due 8/11/41. Reply

briefs due 9/10/41.

July 14— Transcript of hearing June 27, 1941,

filed.

Aug. 11— Brief filed by taxpayer. 8/12/41 copy

served.

Aug. 11—Brief filed by General Counsel.

Sept. 10— Reply brief filed by taxpayer. 9/12/41

copy sei'ved.

Sept. 10—Rei)ly brief filed by General Counsel.

1942

Feb. 4— Findings of fact and opinion rendered.

Kern, #16. Decision will be entered pur-

suant to Rule 50. 2/7/42 copy served.

Mar. 4— Coni])utation as to deficiency filed by

General Counsel.

Mar. 5—Hearing set April 8, 1942, on settlement.
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Docket Entries—(Continued)

1942

Mar. 23—Consent to settlement filed by taxpayer.

Mar. 25—Decision entered. Arundell, Div. 7.

June 24— Petition for review by U. S. Circuit

Court, 9th Circuit, and statement of

points filed by taxpayer.

June 24—Proof of service filed. [3]

June 24— Designation of contents of record filed

by taxpayer. Proof of service thereon.

June 26—Proof of service of petition for review

filed.

July 6—Certified copy of order from the 9th Cir-

cuit re transmission of certain original

exhibits designated as. Exhibits Nos. P-1,

P-2, P-3, and P-4, received in evidence

in lieu of copies to be safely kept by the

Clerk of this Court and to be returned to

the Clerk of the Board of Tax Appeals

upon the final decision filed. [4]
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United States Board of Tax Appeals

Docket No. 104195

CONSOLIDATED CHOLLAR GOULD & SAV-
AGE MINING COMPANY, a corporation,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION

The above-named petitioner hereby petitions for

a redetermination of the deficiency set forth by

the Commissioner of Internal Revenue in his notice

of deficiency, San Francisco Division IRA:90-D

DCE (C :TS :PD :SF :CCG) dated May 14, 1940, and

as a basis of its proceeding alleges as follows:

1. The Petitioner is a corporation organized

under and by virtue of the laws of the State of

California, with its principal office at Room 1122

Kohl Building, California and Montgomery Streets,

San Francisco, California. The return for the

period here involved was filed with the collector

for the first district of California.

2. The notice of deficiency a copy of which to-

gether with the statement of the internal revenue

agent in charge accompanying the same is attached

hereto and marked Exhibit "A'\ was mailed to the

petitioner on or about May 14, 1940. [5]

3. The taxes in controversv arc income taxes
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for the calendar year 1936 and in the amount of

approximately $2,710.89.

4. The determination of tax set forth in the said

notice of deficiency is based upon the following

errors

:

(a) The Commissioner erred in disallowing per-

centage depletion allowable under section 114(b)

(4) of the Revenue Act of 1936 in the sum of |8,-

907.06.

(b) The Commissioner erred in holding as a

matter of law that no percentage depletion under

said section is allowable on the income derived from

so-called mining dumps.

(c) The Commissioner erred in finding as a mat-

ter of fact that the precious metals derived from

said so-called dumps were not a natural deposit.

5. The facts upon which the petitioner relies as

the basis of this proceeding are as follows

:

(a) Petitioner is a consolidated corporation cre-

ated by the consolidation under and by virtue of the

laws of the State of California on or about the 25th

day of February, 1933, of Chollar Gold and Silver

Mining Company, Gould and Curry Mining Com-

pany and Savage Gold and Silver Mining Company,

all corporations organized under the laws of the

State of California.

(b) On or about the 1st day of July, 1933, Bul-

lion Gold and Silver Mining Company acquired by

deed from Sutro Tunnel Coalition, Inc. and James

O. Leonard, and on or about said date petitioner ac-

quired from said Bullion Gold and Silver Mining
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Company, by purchase, ijroperty known and re-

ferred to as the American Flat Property, upon

which the mines and diunps hereinafter [6] men-

tioned are located at Virginia City in the State of

Nevada, and petitioner was at all times during the

year 1936 the o^\^ler in fee thereof.

(c) Prior thereto the predecessors of said Bul-

lion Gold and Silver Mining Company and of its

predecessors Sutro Tunnel Coalition, Inc. and James

O. Leonard, had removed from said mines a quan-

tity of natural deposit ore material and deposited

and placed the same adjacent to said mines.

(d) Said material adjacent to said mines was

upon said property at the time of the acquisition

thereof by petitioner, known and referred to as the

Yellow Jacket and Belcher dumjjs, and was included

in said purchase as a part of said mines and appur-

tenances purchased from said Bullion Cold and Sil-

ver Mining Company.

(e) During the calendar year 1936 petitioner

processed said material constituting said so-called

dumps and removed precious metals therefrom, and

derived income therefrom which is the subject mat-

ter of this proceeding.

(f) During said calendar year 1936 petitioner

paid royalties of $1,801.33 to Sutro Tunnel Coali-

tion, Inc. for the use of a drainage tunnel in con-

nection with said properties and the sum of $1,-

235.77 to Minerals Separation Company for the use

of a milling ])rocess by which said so-called dumps

were processed on the basis of one cent per ton for
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each ton of ore milled during said year, and other

royalties for other purposes.

(g) Petitioner filed its first income tax return

for the calendar year 1933 and elected at the time

of making said return to have the depletion allow-

ance for such property for the [7] taxable year

1934 and subsequent taxable years computed with

regard to percentage depletion under the provisions

of section 114(b)(4) of the Revenue Act of 1932,

and endorsed upon said return the following

:

"Consolidated Chollar Gould & Savage Min-

ing Company elects to have the depletion al-

lowance on the American Flat Property, now

owned and operated by it, for the year 1934

and subsequent taxable years, computed on the

basis of percentage depletion."

Petitioner filed an income tax return for the year

1934 and again elected at the time of making said

return to have the depletion allowance for the tax-

able year 1934 and subsequent taxable years com-

puted with regard to said percentage depletion

under the provisions of section 114(b)(4) of the

Revenue Act of 1934, and endorsed upon said re-

turn the following:

"Consolidated Chollar Gould & Savage Min-

ing Company elects to have the depletion allow-

ance on the American Flat Property, now

owned and operated by it, for the year 1934

and subsequent taxable years, computed on the

basis of percentage depletion,"
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In said return for the year 1936, petitioner com-

puted depletion upon said properties upon a per-

centage basis in accordance with said election,

(h) Said material constituting said so-called

dumps was removed from said mines and left adja-

cent thereto by the predecessors of said Bullion Gold

and Silver Mining Company, Sutro Tunnel Coali-

tion, Inc. and James O. Leonard, during the period

[8] from the year 1860 to the year 1928, and peti-

tioner is informed and believes and upon its infor-

mation and belief alleges that all or substantially

all thereof was removed and left adjacent to said

mines between the years 1860 and 1913.

(i) Said predecessors of petitioner removed said

ore material from said mines and left the same ad-

jacent thereto without any attempt to process the

same or remove the precious metals therefrom, and

said precious metals therein were at all times until

removed therefrom by petitioner in the year 1936

still in place and naturally deposited in said ma-

terial.

(j) No income tax depletion allowance was ever

claimed at any time by any of the predecessors of

petitioner with respect to said ore material.

Wherefore, the petitioner prays that this Board

may hear the proceeding and may find and rule that

petitioner is entitled to said depletion allowance

and that there is no deficiency tax due from peti-

tioner for the calendar year 1936, and for such
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otlier and further orders or relief as are appropri-

ate in the premises.

WILLIAM A. BOEKEL,
Counsel.

604 Federal Reserve Bank
Building,

San Francisco, California.

JOHN CUMMINGS,
Counsel.

760 Russ Building,

San Francisco, California. [9]

(Duly verified) [10]

EXHIBIT A
Form 1230 SN-IT-1

TREASURY DEPARTMENT

Internal Revenue Service

433 Federal Office Building,

San Francisco, California

Office of

Internal Revenue Agent in Charge

San Francisco Division May 14, 1940.

IRA:90-D

DCE
(C:TS:PD:

SF:CCG)

Consolidated Chollar Gould &
Savage Mining Company,

1122 Kohl Building,

San Francisco, California.
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Gentlemen

:

You are advised that the determination of your

income tax liability for the taxable year ended De-

cember 31, 1936 discloses a deficiency of $3,625.45

as shown in the statement attached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the de-

ficiency mentioned.

Within 90 days (not counting Sunday or a legal

holiday in the District of Columbia as the 90th

day) from the date of the mailing of this letter,

you may file a petition with the United States Board

of Tax Appeals for a redetermination of the defi-

ciency.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, San

Francisco, California for the attention of —
Conference Section —

. The signing and filing

of this form will expedite the closing of your re-

turn (s) by permitting an early assessment of the

deficiency, and will prevent the accumulation of in-

terest, since the interest period terminates 30 days

after filing the form, or on the date assessment is

made, whichever is earlier.

Respectfully,

GUY T. HELVERING, Commissioner.

H.J.B. By F. M. HARLESS,
Internal Revenue Agent in

Enclosures

:

Charge.

Statement.

Form of waiver. [11]
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STATEMENT

San Francisco

IRA:90-D

DCE
(C:TS:PD
SF:CCG)

Consolidated Chollar Gould & Savage

Mining Company,

1122 Kohl Building,

San Francisco, California

Tax Liability for the Taxable Year Ended

December 31, 1936

Liability Assessed Deficiency

Income Tax $6,086.44 $2,460.99 $3,625.45

In making this determination of your income tax

liability, careful consideration has been given to

your protest dated September 27, 1939, and to the

statements made at the conferences held on October

27, 1939, February 13, 1940, March 8, 1940, and

March 29, 1940.

A copy of this letter and statement has been

mailed to your representative, Mr. John Cummings,

760 Russ Building, San Francisco, California, in

accordance with the authority contained in the

power of attorney executed by you and on file in

this office.
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ADJUSTMENTS TO NET INCOME

Net income as disclosed by return $11,305.35

Unallowable deductions and
additional income:

(a) Depletion 11,305.35

Net income adjusted $22,610.70

[12]

EXPLANATION OP ADJUSTMENTS

(a) You have elected to have depletion com-

puted oil the basis of percentage depletion under

the provisions of Section 114(b) (4) of the Reve-

nue Act of 1936. On your return there was de-

ducted $11,305.35 as depletion, said amount repre-

senting 50% of the net income reported from all

operations.

The net taxable income of $22,610.70 was derived

from the following sources:

Profit from milling dump ores $71,211.40

Loss from mining operations 53,397.29

Net taxable income, company
operations $17,814.12

Profit from treating ores pur-

chased on a royalty basis

:

From: Consolidated Virginia

Mining Co. $ 3,687.74

George K. Allen 1.108.84 4,796.58

Total net income $22,610.70

You are in agreement that the profit in the total

amount of $4,796.58 derived from milling ores not

mined by you Init purchased in consideration of

royalty payments must be excluded in computing

net income for the purpose of determining allow-

depletion. It is your present contention thatai)ie
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since 15% of the gross income from all company

ores treated is greater than 50% of the net oper-

ating income of $17,814.12, which amount includes

a profit derived from milling dump ores, you are

entitled to $8,907.06 as a deduction for depletion.

It is held that since mining operations resulted

in a loss, no depletion is allowable under section

114(b) (4) of the Eevenue Act of 1936. [13]

COMPUTATION OF TAX
Excess-profits Tax:

Taxable net income $22,610.70

Less:

10% of $517,457.50 value of

capital stock as declared in

your capital stock tax re-

turn for year ended June

30, 1936 • 51,745.75

Net income subject to excess-profits tax $ None

Income Tax

:

Normal tax:

Taxable net income $22,610.70

8% of $ 2,000.00 (Over to $ 2,000)

11% of $13,000.00 (Over $ 2,000 to $15,000)

13% of $ 7,610.70 (Over $15,000 to $40,000)

$ 160.00

1,430.00

989.39

Total normal tax $ 2,579.39

Surtax on Undistributed Profits

:

Taxable net income

Less: Normal tax

$22,610.70

2,579.39

Undistributed adjusted net income

Less: Specific credit

$20,031.31

2,996.87

Remainder subject to surtax $17,034.44
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COMPUTATION OF TAX— (Continued)

7% of $2,003.13

12% of 2,003.13

17% of 4,006.26

22% of 4,006.26

27% of 5,015.66

Amount of Tax
Plus:

7% of $2,996.87 (specific credit)

Total surtax

Normal tax

Total income tax (normal tax and surtax)

Income tax assessed (normal tax and surtax)

Original, account No. 401704

First California District

Deficiency of income tax

[Endorsed] : U.S.B.T.A. Filed Aug. 10, 1940. [15]

$ 140.22

240.38

681.06

881.38

1,354.23

$ 3,297.27

209.78

$ 3,507.05

2,579.39

$ 6,086.44

2,460.99

$ 3,625.45

[Title of Board and Cause—Docket No. 104195.]

ANSWER

Comes now the Commissioner of Internal Reve-

nue, respondent above named, by his attorney, J. P.

Wenchel, Chief Counsel, Bureau of Internal Reve-

nue, and foi' answer to the petition tiled by the

above-named petitioner admits and denies as fol-

lows:

L Admits the allegations contained in paragraph

1 of the ])etition.

2. Admits the allegations contained in para-

gra]ili 2 of the petition.
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3. Admits that the tax in controversy is income

tax for the calendar year 1936; denies the remain-

ing allegations contained in paragraph 3 of the

petition.

4(a) to (c), inclusive. Denies that the Commis-

sioner erred as alleged in subparagraphs (a) to

(c), inclusive, of paragraph 4 of the petition. [16]

5(a) and (b). Admits the allegations contained

in subparagraphs (a) and (b) of paragraph 5 of

the petition.

5(c). Admits that prior thereto the predecessors

of said Bullion Gold and Silver Mining Company

and Sutro Tunnel Coalition, Inc. and James O.

Leonard had removed from said mines a quantity

of ore material; denies the remaining allegations

contained in subparagraph (c) of paragraph 5 of

the petition.

5(d). Admits that the petitioner acquired by

purchase certain materials known as the Yellow

Jacket and Belcher dumps; denies the remaining

allegations contained in subparagraph (d) of para-

grai^h 5 of the x)etition.

5(e) and (f). Admits the allegations contained

in subparagraphs (e) and (f) of paragraph 5 of

the petition.

5(g). Admits the allegations contained in sub-

paragraph (g) of paragraph 5 of the petition ex-

cept that the allegations contained in the last sen-

tence of said subparagraph are denied.

5(h). Admits that the material constituting said

dumps was removed from said mines by the prede-
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cessors of said Bullion Gold and Silver Mining

Company, Siitro Timnel Coalition, Inc. and James

O. Leonard prior to 1928 ; denies the remaining alle-

gations contained in subparagraph (h) of para-

graph 5 of the petition.

5(i) and (j). Denies the allegations contained in

subparagrajihs (i) and (j) of j^aragraph 5 of the

petition. [17]

6. Denies generally and specifically each and

every allegation in the petition not hereinbefore

admitted, qualified or denied.

Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioner's ap-

peal denied.

(Signed) J. P. WENCHEL,
T. M. M.

Chief Counsel, Bureau of In-

ternal Revenue.

Of Counsel:

ALVA C. BAIRD,
Division Counsel.

T. M. MATHER,
HARRY R. HORROW,

Special Attorneys,

Bureau of Internal Revenue.

HRH:sob 9/24/40.

[Endorsed]: U.S.B.T.A. Filed Oct. 1, 1940. [18]
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United States Board of Tax Appeals

Docket No. 105095

CONSOLIDATED CHOLLAR GOULD & SAV-

AGE MINING CO., a corporation,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION

The above named petitioner hereby petitions for

a redetermination of the deficiency set forth by the

Commissioner of Internal Revenue in his notice of

deficiency, San Francisco Division IRA: 90-D

dated July 11, 1940, and as a basis of its proceed-

ing alleges as follows:

1. The Petitioner is a corporation organized

mider and by virtue of the laws of the State of Cali-

fornia, with its principal office at Room 1122 Kohl

Building, California and Montgomery Streets, San

Francisco, California. The return for the period

here involved was filed with the collector for the

first district of California.

2. The notice of deficiency a copy of which to-

gether with the statement of the internal revenue

agent in charge accompanying the same is attached

hereto and marked Exhibit "A", was mailed to

the petitioner on or about July 11, 1940. [19]

3. The taxes in controversy are income taxes



20 Consolidated Chollar Gould, Etc.

for the calendar year 1938 and in the amount of

api3roximately $655.45.

4. The determination of tax set forth in the said

notice of deficiency is based upon the following

errors

:

(a) The Commissioner erred in disallowing per-

centage depletion allowable imder section 114(b)

(4) of the Revenue Acts of 1934, 1936, 1938 in the

sum of $4,543.53.

(b) The Commissioner erred in holding as a

matter of law that no ^Dercentage depletion under

said section is allowable on the income derived from

so-called mining dumps.

(c) The Commissioner erred in finding as a mat-

ter of fact that the precious metals derived from

said so-called dumps were not a natural deposit.

5. The facts ui3on which the petitioner relies as

the basis of this proceeding are as follows

:

(a) Petitioner is a consolidated corporation cre-

ated by the consolidation under and by virtue of

the laws of the State of California on or about the

25th day of February, 1933, of Chollar Gold and

Silver Mining Company, Gould and Curry Mining

Company and Savage Gold and Silver Mining Com-
pany, all corporations organized under the laws of

the State of California.

(b) On or about the 1st day of July, 1933, Bul-

lion Gold and Silver Mining Company acquired

by deed from Sutro Tunnel Coalition, Inc. and

James O. Leonard, and on or about said date pe-

titioner acquired from said Bullion Gold [20] and
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Silver Mining Company, by purchase, property

known and referred to as the American Flat Prop-

erty, upon which the mines and dumps hereinafter

mentioned are located at Virginia City in the State

of Nevada, and petitioner was at all times during

the year 1938 the owner in fee thereof.

(c) Prior thereto the predecessors of said Bul-

lion Gold and Silver Mining Company and of its

predecessors Sutro Tunnel Coalition, Inc. and James

O. Leonard, had removed from said mines a quan-

tity of natural deposit ore material and deposited

and placed the same adjacent to said mines.

(d) Said material adjacent to said mines was

upon said property at the time of the acquisition

thereof by petitioner, known and referred to as the

Yellow Jacket and Belcher dumps, and was in-

cluded in said purchase as a part of said mines and

appurtenances purchased from said Bullion Gold

and Silver Mining Company.

(e) During the calendar year 1936, petitioner

processed a i)ortion of said material constituting

said so-called dumps and removed precious metals

therefrom and derived income therefrom which is

the subject matter of proceeding No. 104195 now

pending before the Board of Tax ApjDeals. Dur-

ing the calendar year 1938, petitioner processed a

portion of said material constituting said so-called

dumps and removed x>i*ecious metals therefrom and

derived income therefrom which is the subject mat-

ter of this proceeding. [21]

(f) During said calendar year 1938, petitioner
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became liable for accrued royalties of $1,215.39 to

Minerals Separation North American Corporation

for the use of a milling i^rocess by which said so-

called dumps were processed, and for the further

sum of $9,212.52, accrued royalties, to Comstock

Tunnel and Drainage Company for the use of a

tunnel in connection with the said properties and

other royalties for other purposes.

(g) Petitioner filed its first income tax return

for the calendar year 1933 and elected at the time

of making said return to have the depletion allow-

ance for such property for the taxable year 1934

and subsequent taxable years computed with regard

to percentage depletion under the provisions of

section 114(b)(4) of the Revenue Act of 1932, and

endorsed upon said return the following

:

"Consolidated Chollar Gould & Savage Min-

ing Company elects to have the depletion al-

lowance on the American Flat Property, now
owned and operated by it, for the year 1934

and subsequent taxable years, comj^uted on the

basis of percentage depletion."

Petitioner filed an income tax return for the year

1934 and again elected at the time of making said

return to have the depletion allowance for the tax-

able year 1934 and subsequent taxable years com-

puted with regard to said percentage depletion

under the jDrovisions of section 114(b)(4) of the

Revenue Act of 1934, and endorsed upon said re-

turn the following: [22]
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"Consolidated Cliollar Gould & Savage Min-

ing Company elects to have the depletion al-

lowance on the American Flat Property, now

owned and operated by it, for the year 1934

and subsequent taxable years, computed on the

basis of percentage depletion."

In said return for the year 1938, petitioner com-

puted depletion upon said properties upon a per-

centage basis in accordance with said election.

(h) Said material constituting said so-called

diunps was removed from said mines and left ad-

jacent thereto by the predecessors of said Bullion

Gold and Silver Mining Company, Sutro Tunnel

Coalition, Inc. and James O. Leonard, during the

period from the year 1860 to the year 1928, and peti-

tioner is informed and believes and upon its infor-

mation and belief alleges that all or substantially

all thereof was removed and left adjacent to said

mines between the years 1860 and 1913.

(i) Said predecessors of petitioner removed said

ore material from said mines and left the same

adjacent thereto without any attempt to process

the same or remove the precious metals therefrom,

and said precious metals in the portion thereof

processed during the year 1938 were at all times

until removed therefrom by petitioner in the year

1938 still in place and naturally deposited in said

material.

(j) No income tax depletion allowance was ever
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claimed at any time by any of the predecessors of

petitioner with respect to said ore material. [23]

Wherefore, the petitioner prays that this Board

may hear the proceeding and may find and rule that

petitioner is entitled to said depletion allowance

and that there is no deficiency tax due from peti-

tioner for the calendar year 1938, and for such

other and further orders or relief as are appro-

priate in the premises.

WILLIAM A. BOEKEL,
Counsel.

604 Federal Reserve Bank

Building,

San Francisco, California.

JOHN CUMMINGS,
Counsel,

760 Russ Building,

San Francisco, California.

[24]

(Duly verified.) [25]
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EXHIBIT ''A"

Form 1230 SN-IT-1

TREASURY DEPARTMENT
Internal Revenue Service

433 Federal Office Building

San Francisco, California

Office of Jul 11 1940

Internal Revenue Agent in Charge

San Francisco Division

IRA:90-D

OK

Consolidated Chollar Gould &
Savage Mining Company,

1122 Kohl Building,

San Francisco, California.

Sirs

:

You are advised that the detennination of your

income tax liability for the taxable year(s) ended

December 31, 1938 discloses a deficiency of |676.59

as shown in the statement attached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the

deficiency mentioned.

Within 90 days (not counting Sunday or a legal

holiday in the District of Columbia as the 90th day)

from the date of the mailing of this letter, you may
file a petition with the United States Board of Tax

AjDpeals for a redetermination of the deficiency.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, San
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Francisco, California for the attention of—Con-

ference Section— . The signing and filing of this

form will expedite the closing of your return (s) by

permitting an early assessment of the deficiency,

and will prevent the accumulation of interest, since

the interest period terminates 30 days after filing

the form, or on the date assessment is made, which-

ever is earlier.

Respectfully,

GUY T. HELVERING,
Commissioner,

By (Sgd.) F. M. HARLESS,
Internal Revenue Agent in

Charge.

Enclosures

:

Statement.

Form of waiver. [26]

STATEMENT
San Francisco

IRA:90-D

GK
Consolidated Chollar Gould &

Savage Mining Company,

1122 Kohl Building,

San Francisco, California

Tax Liability for the Taxable Year Ended

December 31, 1938

Liability Assessed Deficiency

Income tax $1,244.53 $ 567.94 $ 676.59

In making this determination of your income tax
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liability, it is noted that you did not avail yourself

of the privilege of filing a protest.

ADJUSTMENTS TO NET INCOME
Net income as disclosed by return $4,543.52

Unallowable deductions and
additional income:

(a) Depletion disallowed $4,543.53

(b) Loss on trade of automobile 338.20 4,881.73

Net income adjusted $9,425.25

EXPLANATION OF ADJUSTMENTS

(a) You claimed in your return a deduction of

$4,543.53 for depletion, this amount being fifty per

cent of your reported net income before deducting

depletion, and less than fifteen per cent of the net

value of ore produced during the year.

Information received by this office indicates that

actual mining operations conducted during 1938 re-

sulted in a loss and that your net income for the

year was derived from the milling of dump ores.

It is noted that you have elected to have the de-

pletion allowance computed with regard to percent-

age depletion under the provisions of section 114(b)

(4) of the Revenue Acts of 1934, 1936 and 1938.

Since your mining operations resulted in a loss, no

depletion is allowable for 1938. [27]

Consolidated Chollar Gould &
Savage Mining Company Statement

EXPLANATION OF ADJUSTMENTS
(Continued)

(b) A loss of $338.20 was claimed by you on
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the trade of an automobile truck used in your busi-

ness in the purchase of like equipment during 1938.

Section 112(b)(1) of the Eevenue Act of 1938 pro-

vides that such losses shall not be recognized for in-

come tax purposes.

COMPUTATION OF TAX
Excess-profits Tax:

Taxable net income $ 9,425.25

Less:

Dividends received credit None
10% of $1,000,000.00

value of capital stock as

declared in your capital

stock tax return for

year ended June 30,

1938 $100,000.00 100,000.00

Net income subject to excess-

profits tax None

Total excess-profits tax None

COMPUTATION OF INCOME TAX
(Corporations with Net Incomes of Not More Than

$25,000.00)

Net income for excess-profits tax computation $9,425.25

Less: Excess-profits tax None

Net income $9,425.25

Less : Interest on obligations of the

United States, etc. None

Adjusted net income $9,425.25

Dividends received credit

(85 per cent of dividends received

but not in excess of 85 per cent

of adjusted net income) None

Balance subject to income tax $9,425.25

[2S]
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COMPUTATION OF TAX— (Continued

)

Portion (not in excess of

$5,000) taxable at 121/2% $5,000.00 121/2% $625.00
Portion (in excess of $5,000

and not in excess of $20,-

000) taxable at 14% 4,425.25 14 % 619.53

Portion (in excess of $20,000)

taxable at 16% None None

Total income tax

Less: Credit for income

taxes paid to a for-

eign country or

United States posses-

sion allowed to a do-

mestic corporation

Total income tax assessable

Income tax assessed

:

Original, account No. 400558—First California

Deficiency of income tax

$1,244.53

None

$1,244.53

567.94

$ 676.59

[Endorsed]: U.S.B.T.A. Filed Oct. 7, 1940. [29]

United States Board of Tax Appeals

CONSOLIDATED CHOLLAR GOULD & SAV-

AGE MINING COMPANY, A Corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.
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[Title of Board and Cause—Docket No. 105095.]

ANSWER

Comes now the Commissioner of Internal Reve-

nue, respondent above named, by his attorney, J. P.

Wenchel, Chief Counsel, Bureau of Internal Reve-

nue, and for answer to the petition filed by the

above-named petitioner admits and denies as fol-

lows :

1. Admits the allegations contained in paragraph

1 of the petition.

2. Admits the allegations contained in paragraph

2 of the petition.

3. Admits that the tax in controversy is income

tax for the calendar year 1938; denies the remain-

ing allegations contained in paragraph 3 of the

petition.

4(a) to (c), inclusive. Denies that the Commis-

sioner erred as alleged in subparagraphs (a) to

(c), inclusive, of paragraph 4 of the petition. [30]

5(a) and (b). Admits the allegations contained

in subparagraphs (a) and (b) of paragraph 5 of

the petition.

5(c). Admits that prior thereto the predecessors

of said Bullion Gold and Silver Mining Company

and Sutro Tunnel Coalition, Inc. and James O.

Leonard had removed from said mines a quantity

of ore material; denies the remaining allegations
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contained in subparagrapli (c) of paragraph 5 of

the petition.

5(d). Admits that the i)etitioner acquired by

purchase certain materials known as the Yellow

Jacket and Belcher dumps; denies the remaining

allegations contained in subparagraph (d) of para-

graph 5 of the petition.

5(e). Admits the allegations contained in sub-

paragraph (e) of paragraph 5 of the petition.

5(f). Denies the allegations contained in sub-

13aragraph (f) of paragraph 5 of the petition.

5(g). Admits the allegations contained in sub-

paragraph (g) of paragraph 5 of the petition except

that the allegations contained in the last sentence

of said subparagraph are denied.

5(h). Admits that the material constituting said

dumps was removed from said mines by the prede-

cessors of said Bullion Gold and Silver Mining

Company, Sutro Tunnel Coalition, Inc. and James

O. Leonard prior to 1928; denies the remaining

allegations contained in subparagraph (h) of para-

graph 5 of [31] the petition.

5(i) and (j). Denies the allegations contained

in subparagraphs (i) and (j) of paragraph 5 of

the petition.

6. Denies generally and specifically each and

every allegation in the petition not hereinbefore ad-

mitted, qualified or denied.
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Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioner's ap-

peal denied.

(Signed) J. P. WENCHEL,
H. R. H.

J. P. WENCHEL,
Chief Counsel,

Bureau of Internal Revenue.

Of Counsel:

ALVA C. BAIRD,
Division Counsel.

T. M. MATHER,
HARRY R. HORROW,

Special Attorneys,

Bureau of Internal Revenue.

HRH:sob 11/29/40.

[Endorsed] : U.S.B.T.A. Filed Dec. 4, 1940. [32]
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[Title of Board and Cause—Dockets Nos. 104195,

105095.]

TRANSCRIPT OF PROCEEDINGS

Post Office Building,

San Francisco, California

June 27, 1941.

2 :00 'clock p. m.

Before: Hon. John W. Kern,

Met pursuant to notice.

APPEARANCES

JOHN D. GALLAHER and

WILLIAM A. BOEKEL,
604 Federal Reserve Bank Building,

San Francisco, California.

JOHN CUMMINGS,
760 Russ Building,

San Francisco, California,

appearing for Consolidated Chollar Gould & Savage

Mining Company, the Petitioner. [34]

HARRY R. HORROW,
appearing for the Commissioner of Internal Reve-

nue, Respondent. [35]

PROCEEDINGS

The Member: Consolidated Chollar Gould &
Savage Mining Company.

Are the parties ready?
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Mr. Horrow: Ready for Respondent, your

Honor.

Mr. Gallalier: Ready for Petitioner.

The Member: Will counsel note their appear-

ances in the record.

Mr. Gallaher: The appearances for the Peti-

tioner are John D. Gallaher, William A. Boekel,

and John Cummings.

William A. Boekel is an attorney at law who is

counsel of record for the Petitioner. I am em-

ployed in his office. John Cummings is a certified

public accountant.

I believe it is not necessary but I have a power

of attorne}^ running to myself, William A. Boekel

and John Cummings which I would ask leave to

file in the record.

The Clerk : Are you admitted to practice before

the Board?

Mr. Gallaher: Yes, sir, I am admitted to prac-

tice before the Board.

Mr. Horrow : Harry R. Horrow for the Respon-

dent.

The Member: May I have a short statement as

to the issues that are involved?

Mr. Gallaher: Yes. [37]

STATEMENT OF CASE ON BEHALF OF THE
PETITIONER

Mr. Gallaher: If your Honor please, in both of

these matters the issues are precisely the same.

This is an appeal from an assessment of an addi-
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tioiial tax for the year 1936 and also for the year

1938.

The Petitioner in this matter is a mining com-

pany which in 1933 purchased certain mining prop-

erties near Virginia City, Nevada. There were on

the property some so-called dumj^s which consisted

of rock taken many years ago from adjacent mines

and placed upon the lands. During the years 1936

and 1938 the Petitioner processed the dumps and

extracted precious metals therefrom. The peti-

tioner has claimed percentage depletion with re-

spect to those operations.

The Commissioner has disallowed the claim of

percentage depreciation on the ground that this

transaction amounted to the repr'ocessing of tailings

or the processing of tailings.

The issue here is whether or not the processing

of that rock, which had never been processed before,

is the processing of tailings within the meaning

of the cases that hold that in the case of the pro-

cessing of tailings a percentage depletion is not

allowable. That is the principal issue in the case.

A larger part of the facts involved have been

stipulated [38] to.

It is stipulated that the Petitioner is a corpo-

ration organized under the laws of California with

its principal office at 1122 Kohl Building.

The Member: Has there been a written stipu-

lation prepared'?

Mr. Gallaher: No; I mean to say that these

facts are admitted by the answer.
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The Member: Oh, I see.

Mr. Gallaher: The corporate existence of the

Petitioner is admitted by the answer. The defi-

ciency notices are admitted by the answer.

It is admitted by the answer that on or about the

first day of July 1933, Bullion Gold and Silver

Mining Company acquired by deed from Sutro

Tumiel Coalition, Inc., and James O. Leonard, and

on or about said date Petitioner acquired from said

Bullion Gold and Silver Mining Company, by Pur-

chase, property kno^vn and referred to as the Ameri-

can Flat Property, ui3on which the mines and dumps

hereinafter mentioned are located at Virginia City

in the State of Nevada, and Petitioner was at all

times during the year 1938 the owner in fee thereof.

The petition with respect to the 1936 taxes con-

tains a similar allegation with respect to the year

1936 and that allegation is admitted by the an-

swer. [39]

It is also admitted that prior thereto the prede-

cessors of said Bullion Gold and Silver Mining

Company and of its predecessors Sutro Tunnel

Coalition, Inc., and James O. Leonard, had removed

from said mines a quantity of natural deposit or

material. The petition alleges that they deposited

and placed the same adjacent to the mines. That

part of the petition is denied.

It i^i also admitted that Consolidated Chollar

Gould & Savage Mining Company, the Petitioner

herein, did claim percentage depletion upon its re-

turn filed for the year 1933 and also for the year
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1934 as required by Section 114(b) (4) of the Reve-

nue Act of 1932, and as amended by the Revenue

Act of 1934.

The Member: That is the sole issue that is pre-

sented ?

Mr. Gallaher: I believe that is the sole issue

that is presented, whether or not the petitioner is

entitled to percentage dejiletion with respect to

the processing of this waste rock which has been

referred to as dumps.

The Member: Do you have anything to say, Mr.

Horrow ?

Mr. Horrow: Yes, your Honor.

STATEMENT OF CASE ON BEHALF OF THE
RESPONDENT

Mr. Horrow: There were three types of ore ma-

terials that were processed by the Petitioner during

the taxable year ; one, the ore materials from these

dumps which were [40] located on lands acquired

by the Petitioner and, two, ore materials that were

actually mined by the Petitioner and, three, ore

materials which were taken by Petitioner from

dumps located on lands belonging to other persons.

We concede that percentage depletion is allow-

able in respect of income derived from the process-

ing of ore materials which Petitioner mined, the

ore materials which were in sight, so to speak.

Now, for 1936 a deficiency notice determined that

there was a loss from the mining operations. For

1938 we likewise determined that there was a loss
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from the mining operations, but we are prepared

to stipulate that net income was derived from the

processing of ore materials that were mined by Pe-

titioner and, I believe, we will be able to stijjulate

as to the amount of that net income during the

course of the hearing.

I would like to say, your Honor, that our posi-

tion is not that depreciation allowance should be

denied in respect of the dumps because they are to

be characterized as tailings but because they are

not a mine and the extraction of the gold and silver

content, the ore materials that were in the dumps is

not a mining operation. Such materials were not

ores in place and no percentage depletion is allow-

able in respect of any income derived therefrom.

That is our position, your Honor. [41]

The Member: All right. Call your first.

Mr. Gallaher: Mr. Slosson.

The Meml)er: The Clerk has called to my at-

tention the question of whether these cases have

been consolidated for hearing and decision.

Mr. Gallaher: It is our desire they be consoli-

dated if that is agreeable.

Mr. Horrow : Yes, your Honor, that is agreeable

to Respondent.

The Member : The two cases will be consolidated

for hearing and decision.
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HEXRY L. SLOSSON, JR.

a witness on behalf of Petitioner, was duly sworn

and testified as follows:

The Clerk: State your full name, please.

The Witness: Henry L. Slosson, Jr.; S-l-o-s-

s-o-n.

Direct Examination

Q. (By Mr. Gallaher) : Where do you reside,

Mr. Slosson? A. San Francisco.

Q. What is your occupation?

A. Mining Engineer.

Q. How long have you been a mining engineer?

A. For the last 35 years.

Q. You have an office in San Francisco? [42]

A. Yes, sir; 333 Kearny Street.

Q. Are you familiar with the property of the

Consolidated Chollar Gould & Savage Mining Com-

pany at Virginia City, Nevada?

A. Yes, I am.

Q. How long have you been familiar with that

property ?

A. I have been familiar with it since 1902 when

I first went to the Comstock.

Q. Have you made a study of the mining oper-

ations conducted at and near Virginia City?

A. Yes, very carefully.

Q. Will you state what you have done in making

a study of those mining operations?

A. I have operated up there myself. I was

President of the Mexican Mining Company at the

time it had its ore body in 1916.
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(Testimony of Henry L. Slosson, Jr.)

The Member : At the time it had its what ?

The Witness: At the time it had its ore body

in 1916. I was in control of the Yellow Jacket

Mine backed l)y Mr. Clarence Mackey in 1907 right

after the earthquake. I had control of the Yellow

Jacket. It was adjoining this property I have been

through on these deeper levels, through into this

Chollar ground and I think I am thoroughly famil-

iar with the details of it.

Q. (By Mr. Gallaher) : Do you know of the

existence of the [43] so-called dumps that are in-

volved in this matter?

A. Yes, sir; I figured on them myself at one

time.

Q. What do you mean by you "figured on

them"?

A. I figured that possibly they might be work-

able. We had them very carefully sampled by Pro-

fessor Probert of the University Mining School of

the University of California, but they were too low.

Q. When was that, Mr. Slosson ?

A. 1907 or 1908.

Q. When you say "They were too low" you

mean what?

A. Extremely low grade.

Q. Would you be able to say what the analysis

showed the grades were?

A. My recollection is they ran from $1.80 to

$2.25. That, of course, was the old price of gold.

Q. Do you know wlicn tlie dumps were removed

from the mines and placed where they are now?
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A. They were moved from a period extending

from about 1872, when the famous Crown Point

bonanza was developed, on to about 1898. Prac-

tically nothing was done after that time. The

mines were flooded.

Q. Do you know whether or not any of the ma-

terial constituting those diunps was ever proc-

essed ?

A. Never processed. That dump was considered

practically worthless by those old time miners be-

cause at that time the [44] cost of milling was eight

or ten dollars a ton ; that was prohibitive.

The Member: I call counsel's attention to the

fact that the Presiding Member doesn't know what
*' processing" means. You might ask this witness.

Mr. Gallaher: Yes, if your Honor please.

Q. (By Mr. Gallaher) : Will you please explain

to the Presiding Member the meaning of the word
*' processing" with reference to mining?

A. Well, processing, your Honor, is the begin-

ning of the reduction of ore for the purpose of ex-

traction. The first process would be to mill it and

pound it into an impalpable dust. From then on

the i)rocess might vary. At the present date we use

cyanide. In those days they worked what is known

as pan amalgamation which consisted in amalga-

mating in the pans with the quicksilver the crushed

ore. That process was very expensive but it was

the only process known in the '60s and '70s, and, of

course, some of these dumps are now commercially

profitable which wouldn't be at that time.
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Q. Well, you would say that the processing is the

process whereby the precious metal is extracted

from the rock?

A. The first step in the processing would be

milling. Until you begin to mill your ore you don't

process it.

Q. And this rock showed no evidence of ever

having been [45] milled?

A. It had never been milled. It was waste rock

that came from the mine just as it was blasted. The

l^rocessing begins at that point, first, the extraction

which is not processing and then comes the proc-

essing which is reduction.

Q. In the years that you mentioned, that is^

from 1871 onw^ard did the mining companies own

and operate their own mills as a rule?

A. As a rule not. In early days of the Com-

stock, in the so-called Bonanza days there was a

huge mill ring up there dominated by some very

large capitalists in California, among whom D. O.

Mills was very prominent. Each mine would con-

tract to have its ore milled. They were indepen-

dent milling outfits, but at the same time generally

that big company known as the Union Mill & Min-

ing Company got all the business.

Q. How far was their mill from the dumps in

question ?

A. Well, they had 15 or 20 mills but the nearest

—there were two or three of the mills that were

not far from the dump in question.
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Q. Was it necessary to pay transportation

charges on the rock to take it to the mill ^.

A. As a rule, yes. There was a railroad built

for that purpose; that was enormously profitable.

Q. In order to make a profit on extracting the

ore what [46] grade rock had to be found in those

days?

Mr. Horrow: As of what date, Mr. Gallaher'?

Mr. Gallaher : I am addressing myself from 1871

onward, say, to 1901.

The Witness: Will you repeat that question,

please ?

(The question referred to was read by the

reporter as above recorded.)

A. At least |20 underground.

The Member: What do you mean ''$20 under-

ground"?

The Witness: $20 of the rock stood in place in

the mine would pay possibly a small profit. Today

we could mine the same rock at a very much less

cost.

Q. (By Mr. Gallaher) : Why could you mine

it at a less cost today?

A. Because you have got compressed air; you

have got electric power which they didn't have in

those days. All drilling was done by hand. There

was no electric power on the ground. Power was

maintained by steam, maintained at a cost of about

$20 per horsepower per month. Today you can get
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it for $4.00 per horsepower per month. Vast im-

provements have been made. The cost of milling

was twelve or fifteen dollars for milling and they

guaranteed a 65 per cent extraction of the precious

metals. The result is $20 rock would just about

make the amount even, if you were lucky. [47]

Q. (By Mr. Gallaher) : Do you know whether

or not the rock constituting these dumps is $20.00

rock? A. The dumps'?

Q. Yes.

A. Oh, no. As I say, my samples were from

about 85 cents to $2.25 when Professor Probert and

I went through.

Q. You could say, then, that the rock could not

have been milled in the old days, as you put it, at

a profit?

A. Hopeless. They threw it out and never ex-

pected it to ])e touched, those old-timers. They used

it to fill up chuck holes in the streets.

Q. Will you explain to the Court the meaning

of the word "tailings", used with respect to mining

operations ?

Mr. Horrow: How is that material, counsel?

How is that relevant to the issue presented here?

Mr. Gallaher: Well, I believe that the Commis-

sioner has taken the position that under the regu-

lations and the cases that depletion is not allowable,

percentage de])letion is not allowable with respect

to the ])rocessing of tailings.

The Member: Well, let's have the witness testify

VN'itli r('i>-ard to i1. Tt niav or mav not be relevant.
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Mr. Horrow: Very well.

A. The question was on tailings, as I understood

it?

Q. (By Mr. Gallaher) : Yes.

A. Tailings, your Honor, are the products of the

mill after [48] it is crushed into impalpable powder

and processed by whatever process may be used.

The tailings flow out of the mill and are generally

deposited in some place where they won't spread

all over the country and there they stay.

Now, the tailings is the product of the mill after

the ore has been treated and the dumps are the

product of the mine before it has been treated.

Q. Are the dumps in question tailings in any

sense of the word?

A. Oh, no, not to any mining engineer.

The Member: Who owned that Union Mill that

you were talking about?

The Witness: The Union Mill & Mining Com-

pany was a corporation that was formed in '65 or

'66. The Bank of California had loaned money on

a number of mills up on the Comstock which were

custom mills and the Comstock looked very sick

about 1864. The ore began to give out. It looked

as though the jig was up. Suddenly an ore body

was discovered. When the bank found there was

liable to be a repetition of riches in depth they

foreclosed on all these mills, took them into a syn-

dicate, froze out the old owners. This D. O. Mills,

William C. Ralston, Alvinza Hayward and William
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Sharon, who afterwards built the Palace Hotel,

they organized this ring and took the whole thing

in and it was enormously profitable. They were

said to make [49] five or six million dollars per

year just on contract milling.

The Member: Any other questions?

Mr. Gallaher: Yes, I have one further question.

Q. (By Mr. Gallaher) : Mr. Slosson, when the

rock was removed from the mines and deposited

where it is now was it changed other than being

broken up?

A. No ; it came as it was blasted from the mine.

Q. Such metal as is contained in the rock is

still naturally deposited in that rock?

A. In the rock.

Mr. Horrow: Just a moment. I object to that

on the ground it calls for a conclusion of the wit-

ness and is argumentative, your Honor.

The Member: Overruled.

Mr. Gallaher : The question was whether the ore

is still naturally deposited in the rock.

Mr. Horrow: He testified what the rock was.

The ore materials were taken from underground

and deposited on the surface.

The Member: Any other questions?

Mr. Gallaher: Would you read the question?

The Member: I will overrule the objection.

Mr. Horrow: Exception.

The Member: Exception noted. [50]
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(The question referred to was read by the re-

porter as above recorded.)

A. Yes, it is.

Cross-Examination

Q. (By Mr. Horrow) : Mr. Slosson, I believe

you stated that you were familiar with the property

which is known as the American Flat i^roperty?

A. Yes, sir.

Q. Do you know the boundaries of that prop-

erty?

A. Well, I know them in a general way. I

know them particularly on the north; I am not so

familiar on the south.

Q. Do you know the shafts that existed on that

property at the time the so-called dumps were ob-

served by you in 1907?

A. You mean the shafts on the Chollar prop-

erty %

Q. I am speaking of the

A. Or the general line of shafts along the Corn-

stock?

Q. I am speaking of the mining shafts that were

located on the property which has been referred

to as the American Plat property.

A. There is one; I am familiar with that shaft,

yes, sir.

Q. What was the name of that shaft?

A. The old Ovei-man shaft.

Q. The Overman shaft?

A. The Overman shaft.
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The Reporter: Spell it, please. [51]

The Witness: 0-v-e-r-m-a-n.

Q. (By Mr. Horrow) : Now, you referred to

the Yellow Jacket. A. Yes, sir.

Q. Was that another shaft?

A. That was a shaft belonging to a mine that

laid at the north—perhaps I can make it clear to

you.

Q. Just let me ask the questions, Mr. Slosson.

Then, maybe we can clear this thing up.

A. All right.

Q. Now, how far away was the Yellow Jacket

Shaft from the dumps'?

A. Well, the Yellow Jacket had 700 feet of

ground; about 2000 feet.

Q. About how many feet?

A. About 2000 feet, between 1500 and 2000 feet.

Q. And is it your testimony that the ore mate-

rials which constituted the dumps came out of the

Yellow Jacket?

A. The Yellow Jacket, the Crown Point, and

the Belcher ; there were three mines along there that

produced ore.

Q. Just a moment. Some of them came out of

the Yellow Jacket?

A. Out of the Yellow Jacket.

Q. Xow, was there another mining shaft from

which the ore materials were

A. (Interposing): Hoisted? [52]

Q. (Continuing) : Conveyed after they had

been extracted from the earth?
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A. From the mine, yes, sir. There was another

shaft immediately south of the Yellow Jacket, the

Kentiick.

Q. The Kentuck?

A. K-e-n-t-u-c-k.

Q. Now, how far away was that mining shaft

from the dumps'?

A. Well, that is about the same distance as the

Yellow Jacket; the Kentuck was right next to the

Jacket.

Q. And that Kentuck shaft is not located on the

property known as the American Flat property?

A. No, sir.

Q. Now, was there any other shaft from which

the ore materials were brought to the surface and

placed in the dumps'?

A. Yes, sir, there was the Crown Point.

Q. Now, what was the location of that shaft

with respect to the location of the dumps'?

A. That was just about a hundred feet away

from the Kentuck, 200 feet away from the Kentuck.

Q. That shaft likewise was not on the American

Flat property?

A. No ; a long way from it. There was still an-

other shaft, if you wish to know it.

Q. Now, you stated that at the time, in 1907,

you were in charge of the Yellow Jacket *?

A. Yes, I controlled it. [53]

Q. So that you were familiar with the property

that was owned and used in connection with the

Yellow Jacket?
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A. Yes, sir, familiar with all that end of the

lode.

Q. Now, was the land on which the dumps were

located owned by you or by your corporation?

A. It was not owned; we had dumping privi-

leges on it.

Q. Now, what do you mean "dumping privi-

leges"?

A. Well, owing to the configuration of the

ground near the Yellow Jacket—there was tremen-

dous big ravines. The Crown Point shaft was right

in the middle of the ravine. If we dumped the

Yellow Jacket waste in the ravine we killed the

Crown Point. The Crown Point had no dumping

place, so all those gold mines many years before

made some arrangement, the details of which I

don't know, to have dumping ground to the south

where we had area to spread it out.

Q. Who owned the American Flat property?

A. The Overman Mining Company.

The Member : May I interrupt just a moment to

get some facts here? You say that if you would

dump it down on the Crown Point it would kill the

Crown Point. How would it kill it?

The Witness: Cover it up. The shaft was right

in the middle of the ravine.

The Member: Oh, I see.

The Witness: Had they dumped in the ravine

the CrowTi [54] Point would be down and out.

The Member: Yes, I see.
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Q. (By Mr. Horrow) : Now, Mr. Slosson, can

you state whether any ore materials were conveyed

to the surface through the Overman shaft and de-

posited in the dumps?

A. No; the Overman had a dump of its own
right near the shaft.

Q. So the dumps that we are talking about

didn^t cover any ore materials that came out of the

Overman shaft? A. No.

Q. And the Overman shaft was the only shaft

that was located on the American Flat property?

A. The Overman shaft was the only shaft on

the present Chollar ground.

Q. Well, now, you spoke of a dumping privilege.

Did you have to pay for that privilege?

A. Well, that was way back in the '70s before

I was born and I couldn't swear to it. All our rec-

ords were destroyed in the tire in 1906. It would

be a very difficult thing to prove.

Q. Well, in 1907 when you owned the Yellow

Jacket did you consider that you owned the ore ma-
terials that came out of the Yellow Jacket and were

in the dumps?

A. No, we didn't consider we owned them. We
were trying to make a dicker with the Overman
Mining Company at that time to see if we couldn't

work them. [55]

Q. So that Overman, the owner of the American

Flat property, was considered as the owner of the

dumps ?

A. Considered as the owner of the dumps but
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the dumps were not produced by the Overman mine.

They were just there.

Q. Yes. And Overman was considered the

owner of the dimij^s because the ore materials were

deposited on Overman 's land pursuant to these priv-

ileges of dumping?

A. We figured we couldn't get these dumps off

without consulting with somebody who o\saied the

land.

Q. So your answer is "Yes", then, isn't it, Mr.

Slosson? A. Yes, sir.

Q. Now, what was the method of conveying the

ore materials from the head of the shaft to the

dumps ?

A. Which mine do you mean? The Yellow

Jacket?

Q. From the Yellow Jacket? Take each mine.

A. We would hoist the rock through the Yellow

Jacket shaft and run it through the bin, dumped it

into a bin and then it was carried out on an iron

car with an old mule, about a six-ton car.

Q. It was hauled by mules?

A. By mule way out to the end of that dimip

to get it out of the way.

Q. Now, was there any sorting process at the

head of the shaft prior to the conveyance by nude

to the dumps?

A. No, none whatever. \Jy(y\

Q. Well, wasn't the ore material assayed in or-

der to determine its gold and silver content before

you removed it to the dumps?
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A. Oh, yes, assayed underground. The face of

the drift is sampled.

Q. And do you know what methods were used to

convey the ore materials from the head of the Ken-

tuck and the

A. (Interposing): Crown Point *?

Q. Crown Point shaft?

A. Both those shafts were in a ruinous condi-

tion in 1907 ; nothing was being done to them at all.

Q. Well, do you know the methods that were

used to convey ore materials from those mines over

to the dumps on the American Flat %

A. Well, it was the same method; they ran out

on the same track.

Q. It was the same method?

A. It was the same method exactly.

Q. Now, how did these dumps look in 1907?

Would you describe them, just what

A. (Interposing) : Well, they were a very long

pile of rock that ran there for, I should say, sev-

eral hundred feet and the angle of repose, which is

35 degrees—the coarser rock was at the bottom, the

finer rock at the top. The coarse rock rolls down;

the dump goes to the bottom, as [57] a rule. For

that reason in sampling a dump of that kind we

would sample it half way up to try and get an

average, which was very disappointing.

Q, It was simply piled up as waste material ?

A. As waste; it was considered by people who

piled it there as absolute waste.
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Q. Now, the materials as they came out of the

shaft were broken up by blasting, were they not %

A. They broke in the blast, yes. It was shov-

elable; you could shovel it. Otherwise, of course,

you couldn't get it out.

Mr. Horrow: That is all.

Mr. Gallaher: That is all.

The Member: That is all.

(Witness excused.)

Mr. Gallaher: Mr. Barton.

THOMAS V. BARTON

a witness on behalf of Petitioner, was duly sworn

and testified as follows:

The Clerk : Your full name, please, sir ?

The Witness: Thomas V. Barton.

The Member : What is the last name %

The Witness: Barton, B-a-r-t-o-n.

Direct Examination

Q. (By Mr. Gallaher) : Mr. Barton, what is

your occupation? [58]

A. Mining engineer.

Q. Are you connected with the Petitioner, Con-

solidated Chollar Gould & Savage Mining Com-

pany?

A. As General Manager.

Q. And Vice President also?
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A. Yes, sir.

Q. That company owns the lands on which the

dumps are located that are involved in this matter,

does it not? A. Yes, sir.

Q. Owns those lands in fee*? A. In fee.

Q. Is it a fact that the Petitioner purchased

those lands on which the dumps were located on

July 1, 1933?

A. I think that is correct, about that time.

Mr. Gallaher: There is no question about that?

Mr. Horrow: There is no question about the

date.

Q. (By Mr. Gallaher) : Were these dumps in

question on the land when it was 'purchased by the

Petitioner? A. Yes, sir.

Q. Had they been processed to any extent what-

ever when the Petitioner purchased the land?

A. None whatever.

Q. Now, in 1936 and also in 1938 the Petitioner

did process a portion of those dumps; is that so?

A. Yes. I just forgot exactly what year we

started but I [59] would say '36.

Q. In '36 and again in 1938? A. Yes, sir.

Q. And as a result of processing the Petitioner

made some profit? A. Yes, sir.

Q. Now, will you state whether or not there was

any segregation made in the rock when it was

placed upon that land as you foimd it when you

bought it?

A. No, there was no segregation definitely. That
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would be proved by the character in which we

found it when we started digging into it.

Q. Will you describe what that character was?

A. Well, there were obvious layers of waste

overlaying commercial ore. There was also waste

underlaying certain sections of commercial ore.

Had it been segregated the individual dumps would

have shown it. Each layer was sort of a lamination

starting from the top of the dump to its toes, as

Mr. Slosson explained, the fines remaining on the

higher parts of the dump. The laminations or the

various periods were in very definite layers and one

could almost indicate the extent of the material, the

particular material by the width of those layers.

You didn't recognize that until you started virtu-

ally cross-cutting in the conveying of these dumps

to the mill, but there was very definite [60] evi-

dence that they had never been removed, or never

had been moved since they were originally placed

there and there was no segregation.

Q. Where is the mill?

A. As to the dumps?

Q. Yes.

A. Oh, 2000 feet from the dumps southeast.

Q. The Petitioner operates its own mill, does it

not? A. Pardon me?

Q. The Petitioner operates its own mill, does it

not? A. Yes, sir.

Q. And what is the method used for processing

the material constituting those dumps?
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A. At the time we were handling the clumps,

flotation.

Q. Will you describe to the Court what that

method is, briefly.

A. Well, it is a method, your Honor, of crushing

into required mesh when it is subjected to certain

agents that have an affinity and then it is frothed

and the froth reverses the laws of gravity by allow-

ing the heavy particles to float over the top of the

water and the gangue or lighter material sinking,

and after the froth has come off—it is scraped off

the top and then the bubbles have broken and the

concentrate is shipped to the smelter. It is a

cheaper process actually in the process itself but

there are a lot of disadvan- [61] tages. The ratio

of extraction is not very high and so ultimately we

changed to cyanide which is a more efficient form

of extraction.

The Member: How does that work, the cyanide

treatment ?

The Witness: Well, it is dissolving all values

into solution and then precipitating, whereas, you

make a concentrate in one you dissolve the values

and precipitate and turn into bullion.

Q. (By Mr. Gallaher) : I show you a picture,

Mr. Barton, and ask you if you recognize that?

A. (Examining photograph) : Yes, sir.

Q. What is that a picture of?

A. That is a picture of the Overman works, the

Consolidated Chollar general mining here (indi-
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eating), and the mill and the dumps in question

over to the right. (Indicating).

Mr. Oallaher: We offer this in evidence.

Mr. Horrow: No objection. I would suggest,

however, that there be some identification of it.

Mr. Oallaher: I was going

Mr. Horrow (Interposing) : Of the structures

referred to.

Mr. Oallaher : I was going to do that after it was

admitted.

Mr. Horrow: Yes, I have no objection.

The Member: Accepted in evidence. [62]

The Clerk : Exhibit 1.

(The photograph so offered and received in

evidence, was marked Petitioner's Exhibit 1,

and was made a part of this record.)

Q. (By Mr. Oallaher) : Xow, will you describe

again what the various things are on that picture?

A. Well, over here on the extreme right f indi-

cating) are the diunps.

Q. That is indicating a white spot about two

inches from the right hand side of the picture and

about the center vertically?

A. Yes, sir, and it is shown up to be of that

color, because I think at the time this picture was

taken we had removed quite a large portion of this

dumj). It isn't in its original form. If you notice,

it looks a little jagged. We had already taken quite

a large amount of it.
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Over here (indicating) is the Overman .shaft

headframe.

Q. Indicating the building toward the left of the

picture ?

A. The furthest to the left is the mill. The

white place over here (indicating) is the dump.

Q. Well, you mean

A. (Interposing) : I mean the tailings pond.

Q. The white place to the extreme left of the

picture is what you term the tailings pond ?

A. Tailings pond, yes. This is the dump here

(indicating).

Mr. Horrow : This is the mill here (indicating) ?

[63]

The Witness: The mill is here (indicating).

Q. (By Mr. Gallaher) : Indicating the building

farthest to the left. What is the large building in

the center?

A. That is the office building.

Q. And the building farthest to the right is the

OveiTnan .shaft?

A. No; the shaft is here (indicating), right be-

hind the blacksmith shop, the machine shop.

The Member: Accepted in evidence.

Q. (By Mr. Gallaher) : I show you three pic-

tures and ask you if any of those three show the

dumps as they were before you started to process

them?

A. (Examining photographs) : Xo, sir, none of

these prior to processing.
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Q. Which one is the earliest of the three, if you

know"?

A. Well, these are the dumps that we took (in-

dicating). These are the dumps under discussion

and you can tell by this appearance there that there

has already been quite a large portion of them

taken awa.y. I don't think we have any dump pic-

tures prior to our operations.

Mr. Horrow: I have no objection to using the

one that shows the condition of the dumps at the

point of time closest to the beginning of the proc-

essing.

Q. (By Mr. Gallaher) : I believe that is this

one, is it not?

A. What is thaf? I didn't understand that

question. [64]

Q. The earliest jiicture.

A. (Examining photographs). I think they

were all taken about the same time, only in differ-

ent positions, because you see that dump (indicat-

ing) is practically the same as this (indicating) and

it is just taken in a different position because these

dumps here (indicating) are what these dumps are

on, and, I think, consequently are taken the same

time.

Mr. Gallaher : I offer these three pictures in evi-

dence.

The Member: No objection?

Mr. Horrow: I have no objection except I sug-

gest they be identified so your Honor can make use

of them.
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The Member: As I gathered from the witness

there is not much difference between the three, is

there %

Mr. Horrow: I see.

Mr. Gallaher: No, not much, not much. I don't

insist upon placing them in evidence. I thought

they might be of some assistance to the Court.

Mr. Horrow: I have no objection just so long

as

The Member (Interposing) : All right, they will

be admitted as Petitioner's Exhibits 2, 3, and 4.

(The three photographs, so offered and re-

ceived in evidence, were naarked Petitioner's

Exhibits 2, 3, and 4, and were made a part of

this record.)

The Member: Is this property as shown in Pe-

titioner's [65] Exhibit No. 1, Mr. Witness, near the

road from Virginia City to Reno?

The Witness: To Carson, your Honor. This is

down the—if you know the district, this is below

Virginia City, Gold Hill, on the way down towards

Carson and Silver City.

The Member: I see.

The Witness : It is half way between Silver City

and the Divide.

The Member: Oh!

The Witness : And that would put the road just

east of about where your thumb is on this side, you

see. You can't see the road, but it is very close to

the bottom of the picture.
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The Member: Off the record.

(Discussion outside the record.)

The Member: All right, counsel.

Mr. Gallaher: That is all.

Cross-Examination

Q. (By Mr. Horrow) : Mr. Barton, will you

state the method that was used in removing the ore

materials from the dumps to the mill?

A. The what?

Q. The method that was used in removing the

ore materials from the dumps to the mill for proc-

essing. [66]

A. Power shovel.

Mr. Gallaher: What time?

The Witness: And truck.

Mr. Gallaher : Pardon me, and what time is this,

counsel ?

Mr. Horrow : As at the time the Petitioner first

removed ore materials from the dumps.

The Witness: That is the only way we did it at

any time.

Q. (By Mr. Horrow) : What was that method,

Mr. Barton?

A. With a power shovel and trucks. The ques-

tion was how did they convey the material from the

dumps to the mill?

Q. That is right.

The Member: That is right.

A. Yes, sir.

Q. (By Mr. Horrow) : The ore materials were
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scooped up by the shovels and dumped into the

trucks and conveyed to the mill; is that correct*?

A. Yes, sir.

Q. Now, when was that mill erected?

A. Well, we have made four changes, and I

couldn't be definite, but I think in '34 or '35.

Q. The mill was erected after the dumps had

been acquired by Petitioner, is that correct?

A. Oh, no ; we acquired the property in '33. The

mill was built in '34 or '5; I wouldn't be sure. We
started with a little 50-ton mill and now we have

a 500 and have made so [67] many changes I really

forget the actual dates but we did not start milling

off the dumps immediately. TY^e had other ore

bodies at that time that contained more value. It

was not until later when the price of gold jumped

70 per cent we were able to make this of commercial

value.

Mr. Morrow: That is all, your Honor.

Mr. Gallaher: That is all.

The Member: That is all, Mr. Barton.

(Witness excused.)

Mr. Gallaher: May I recall Mr. Slosson for one

further question?

The Member: Yes, sir.

HENRY L. SLOSSON, JR.

a witness recalled on behalf of Petitioner, having



64 Consolidated Chollar Gould, Etc.

(Testimony of Henry L. Slosson, Jr.)

been previously duly sworn, testified further as fol-

lows:

Redirect Examination

Q. (By Mr. Gallaber) : Mr. Slosson, do you

know whether or not any of the material consti-

tuting the dumps Avas placed in its present position

after 1913^

A. Oh, no, none of it. Those mines were all

shut down.

Mr. Gallaher : That is all.

Mr. Horrow: I have no further questions.

The Member : That is all, Mr. Slosson.

(Witness excused.) [68]

The Member

:

Does Petitioner have further tes-

timony ?

Mr. Gallaher: May I be pardoned for a moment?

The Member: Yes, sir.

Mr. Gallaher: May I have the indulgence of the

Court to recall Mr. Barton for one question"?

The Member: Yes.

THOMAS V. BARTON
a witness recalled on behalf of Petitioner, having

been previously duly sworn, testified further as fol-

lows:

Redirect Examination

Q. (By Mr. Gallaher) : Mr. Barton, when the

Petitioner purchased the property on which the
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dumps were located was the ore in the rock, in its

natural condition in the rock?

Mr. Horrow: Same objection as previously

noted, yoiu^ Honor.

A. Surely.

The Member: I don't

Mr. Horrow (Interposing) : I think it is argu-

mentative.

The Member: Well, I mean I think it is almost

to be taken for granted. Your question is whether

or not these dumps were composed of rock that had

never been processed. Isn't that, in effect, your

question ?

Mr. Gallaher: Yes, and to bring out that the

metal is naturally deposited in the rock just as it

was originally, [69] except the rock itself has been

moved from one point to another.

The Member: Well, the only alternative to that

would be that the metal got into the rock by some

artificial way which I don't consider to be feasible.

Mr. Gallaher: I thought that was clear myself,

if your Honor please. That is all.

The Member: Any other questions?

Mr. Horrow: I have nothing further.

The Member: I will overrule this objection so

the witness can answer.

Have you answered the question?

The Witness: I don't know, sir.

The Member: Read the question to the witness.

Mr. Horrow: Exception.
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The Member: Exception granted.

(The question referred to was read by the

reporter as above recorded.)

A. Certainly.

The Member: Any other questions?

Mr. Horrow: Just one question.

Recross Examination

Q. (By Mr. Horrow) : How high would you say

was the highest point on the dumps ?

A. Vertical height to the top of the dumps ? [70]

Q. Yes.

A. Well, I am guessing to a certain extent but

I would say 60 to 80 feet.

Q. So that, in your opinion as a mining engi-

neer, if materials were taken from three different

mining shafts and deposited in the same place the

effect of depositing these materials on top of each

other would cause a cohesive effect upon those mate-

rials so that they would all be pushed together?

A. Not exactly.

Q. Well, what would be the effect of depositing

ore materials on top of materials that had been pre-

viously deposited on the surface?

A. Unless the particular materials carried chem-

icals that would have an altering effect on it there

would be no change whatever.

Q. Well, now, you are familiar with the condi-

tion of ore material as it comes from the shaft of

the mine upon blasting? A. Yes, sir.

Q. AVould you say that the ore materials that
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were in these dmnps were in the same condition as

they were when they came from the head of the

shaft after having been blasted?

A. No doubt about it.

Q. So that if the materials came out of the mine

in fragments because of blasting those fragments

were still in exactly the same physical state after

having been deposited and other [71] materials de-

posited on top of those materials?

A. Exactly the same except where they, prob-

ably through bouncing down the dump they may
have reduced themselves in size, the larger portions

;

otherwise, they were the same.

Q. In your opinion as a mining expert would

the debris or the ore materials resulting from the

blasting commingle with other such materials upon

being deposited together?

A. Not to any great extent, sir. The idea, as I

told you at the first, was they more or less stay in

the layers, that is, if there are any quantities that

come out of each section.

Q. Well, now, Mr. Barton, when the ore mate-

rials were removed by the power shovel from the

dumps were any blasting operations necessary to

facilitate the removal of the ore materials from the

dumps?

A. No, sir, with the exception that sometimes

when the bank got a little too steep for the shovel

to handle there would be a pipe driven down and a
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few sticks of jDowder just to shake the top down so

it wouldn't cover the shoyel up.

Mr. Horrow: That is all, your Honor.

Redirect Examination

Q. (By Mr. Gallaher) : Mr. Barton, do you

know what the type of rock is that constitutes the

dumps? A. The what?

Q. The type of rock? [72]

A. Well, the type that we were interested in

Avas the quartz.

Q. Quartz is very hard, is it not?

A. It was the harder, yes, but had been in its

native state subjected to a shattering. The general

condition of the dumps was not known as what

would be termed a coarse dump. There was a large

percentage of it quite fine, w^hich is the condition

as it is handled underground all along that section

of the lode.

Mr. Gallaher: That is all.

Mr. Horrow: No further questions.

The Member: That is all, Mr. Barton.

(Witness excused.)

Mr. Gallaher: We are prepared, if your Honor

please, to stipulate as to the figures.

MaA^ I suggest that we reduce the stipulation to

writing and file it in the record at a later time ? We
weren't prepared to do that before we arrived here

today.

The Member: Well, you can dictate it into the
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record if you would care to. Suppose then we take

a recess at this time and you can consult together

with regard to the stipulation.

Mr. Horrow: I can say, your Honor, we are in

agreement with the figures. I can read them into

the record and Mr. Cummings, the accountant can

check them.

The Member: Suppose we take a recess. [73]

Mr. Horrow: Very well, your Honor.

(Whereupon a short recess was taken after

which the i^roceedings were resumed as fol-

lows:)

Mr. Horrow: If your Honor please, we are pre-

pared to stipulate the figures as -to the taxable in-

come of Petitioner for the years '36 and '38 and

the source of the income.

We will stipulate that the net income before de-

pletion for 1936 is $22,610.70, that income was de-

rived by Petitioner during that year from the mill-

ing of dump ores, which are the dump ores in ques-

tion, and in respect of which percentage deprecia-

tion is claimed, the amount of said income being

$71,211.40, that Petitioner sustained a loss from

mining operations, that is, operations in connection

with the extracting of ores from underneath the sur-

face and the milling of said ores, said loss being in

the amount of $53,397.29. Further that Petitioner

for 1936 realized a X)rofit from the ores which Peti-

tioner purchased from other persons in the amount

of $4,796.58. The latter amount is not income in
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resiDect of which Petitioner is claiming a deduction

for percentage depletion.

I might say that these are the figures that are set

forth in the deficiency notice for 1936.

For the year 1938 Petitioner's taxable net income

before depletion is $9,425.25, that Petitioner real-

ized income from mining operations, that is, the ex-

traction of [74] ores from underneath the surface

and the processing of said ores, said profit being in

the amount of $2,343.19.

The Respondent will stipulate that that income is

subject to percentage depletion.

The income from the processing of ores from the

dumps in question and in respect of which Peti-

tioner is claiming an allowance for percentage de-

pletion for the year 1938 was $2,924.12. Petitioner

realized income from the processing of ore pur-

chased from other persons in the amount of $3,-

792.18. Said income is not income in respect of

which percentage depletion is being claimed.

Petitioner also realized for 1938 other income

such as interest and similar income in the amount

of $365.76 and said income is likewise not income

in respect of which percentage depletion is being

claimed.

Is that stipulation satisfactory?

Mr. Gallaher: That stipulation is satisfactory.

The Member: Anything else, gentlemen?

Mr. Gallaher: That is all, if your Honor please.

The Petitioner rests.

]\[r. Horrow: Respondent rests.
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The Member: Briefs to be filed within 45 days,

and reply briefs within 30 days thereafter.

Thank you, gentlemen.

(Hearing concluded.)

[Endorsed] : U. S. B. T. A. Filed July 14, 1941.

[75]

[Title of Board and Cause.]

FINDINGS OF FACT AND OPINION

Docket Nos. 104195, 105095. Promulgated Febru-

ary 4, 1942.

Petitioner acquired property in Nevada upon

which were ''dumps" composed of broken ore-

bearing rock taken from mines located on adja-

cent property. At the time the "dumps" were

placed on petitioner's property they were con-

sidered worthless. As a result of improvements

in extracting methods the contents of these

dumps were milled by petitioner at a profit.

Held, these "dumps" are not mines and peti-

tioner is not entitled to percentage depletion

under sections 23 (m) and 114 (b) (4) of the

Acts of 1936 and 1938. Atlas Milling Co. v. Jones,

115 Fed. (2d) 61, followed; Kennedy Mining &
Milling Co., 43 B. T. A. 617, distinguished.

John D. Gallaher, Esq., and William A. Boekel,

Esq., for the petitioner.

Harry R. Horrow, Esq., for the respondent.

These proceedings, consolidated for hearing and

decision, involve deficiencies determined by respond-
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ent in petitioner's income tax for the years 1936 and

1938 in the respective amounts of $3,625.45 and

$676.59 : The petitions herein put at issue that part

of the deficiencies which arises by reason of re-

spondent's refusal to allow petitioner percentage

depletion under the provisions of section 114 (b) (4)

of the Revenue Acts of 1936 and 1938/ with respect

to income derived by petitioner from the extraction

of ores from "dumjis" composed of broken rock

taken from mines adjacent to petitioner's prop-

erty. [76]

FINDINGS OF FACT

The i)etitioner is a corporation organized under

the laws of the State of California, with its principal

ofSce at San Francisco, California. It filed its in-

1 QSec. 114, Basis for Depreciation and Depletion.*******
(b) Basis for Depletion.

—

*******
(4) Percentage Depletion for Coal and Metal

Mines and Sulphur.—The allowance for depletion

under section 23 (m) shall be, in the case of coal

mines, 5 per centum, in the case of metal mines, 15

per centum, and, in the case of Sulphur mines or de-

l)Osits, 2;?> ]JC'r centum, of the gross income from tlie

property during the taxable year, excluding from

such gross income an amount equal to any rents or

royalties i)aid or incurred by the tax])ayer in res])ect

of the property. Such allowance shall not exceed 50

per centmu of the net income of the tax])ayer (com-

puted without allowance for depletion) from the

pro])erty. * * *
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come tax returns for tlie calendar years 1936 and

1938 with the collector of internal revenue for the

first district of California. On or about July 1, 1933,

petitioner acquired by purchase from tlie Bullion

Gold & Silver Mining Co. property known as the

American Flat property, located near Virginia City,

Nevada. At all times during the years 1936 and 1938

petitioner was the owner in fee of said property.

On its income tax returns the petitioner elected

to have its depletion allowance computed on the

basis of percentage depletion. During the year 1936

the petitioner derived income from the processing

of certain dump ores, located on the American Flat

property, known as the Yellow^ Jacket and Belcher

dumps, in the amount of $71,211.40. In arriving at

the deficiency involved for the year 1936, the re-

spondent did not include this amount in depletion

net income for purposes of computing percentage

depletion under section 114 (b) (4) of the Revenue

Act of 1936. During the year 1938 petitioner realized

income from the processing of ores in these dumps

in the amount of $2,924.12. Respondent did not al-

low petitioner any deduction for percentage deple-

tion for said year.

The dumps, referred to above, were created during

the period between 1872 and 1898. None of the ore

materials in these dumps had ever been milled, nor

had any attempt been made prior to their purchase

by petitioner to extract any minerals from them. At

the time they were created, there were no mills for

processing located on the American Flat property.
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The ore materials constituting these dumps could not

have been milled at a profit at the time they were

deposited in the dumps.

On the American Flat property there is located

only one shaft for the conduct of mining operations,

known as the Overman shaft. However, on property

adjacent to the American Flat property, there were

located shafts known as the Yellow Jacket, Crown

Point, Kentuck, and Belcher. None of these shafts

was located on the property purchased by petitioner.

All of the ore materials in the dumps in question

were extracted from the mines known as Yellow

Jacket, Kentuck, Crown Point, and Belcher. The

owners of these mines had the privilege of dumping

their waste ore materials extracted from their mines

on the American Flat property. The American Flat

property ]n*ior to 1907 was owned by the Overman

Mining Co. None of the ore materials from the Over-

man shaft were placed in the dumps in question. This

company had a separate dump of its own near its

own shaft, but at the time the ore materials from

the other mines [77] were dumped on this property,

it was considered that the Overman Mining Co.

thereby became the owner of these materials.

These materials were extracted from the mines re-

ferred to by blasting. They were then hoisted to the

top of the shafts and dumped into bins, and then

carried out to tlio dum])s on iron cars drawn by

mules.

In 1907 the dumps were several hundred feet high,

with the coarser rock at the bottom and the finer ore
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materials at the top. As a rule, the coarse rock rolled

down to the bottom of the dump leaving the finer

materials on toj^. A¥hen petitioner began removing

the ore materials in the dumps, it was discovered

that there was no segregation of the waste ore ma-

terials and the commercial ore materials. There were

various layers in the dumps, however, which showed

that the finer ore materials remained on the higher

part of the dumps.

Petitioner erected a mill in 1934 about 2,000 feet

from the dumps. At first it used the flotation process

for removing the mineral content in the ore mate-

rials constituting the dumps. Thereafter, the peti-

tioner resorted to the cyanide process for this pur-

pose. The ore materials were removed from the

dumps to the mill for processing by use of a power

shovel. They were then dumped into trucks, which

conveyed the materials to the mill.

The dumps in question did not constitute a mine,

and none of the income derived by petitioner from

the processing of ore materials located in the dumps

during the years 1936 and 1938 constituted income

from a mine for purposes of percentage depletion

under the provisions of section 114 (b) (4) of the

Revenue Acts of 1936 and 1938.

OPINION

Kern: The question which is here presented for

decision is whether the "dumps" which were de-

posited upon petitioner's premises from adjacent

mines and from which ore was extracted can be con-
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sidered as a mine within the meaning of section

114 (b) (4), set out above, and section 23 (m),^

which sections appear as quoted in the Revenue Acts

for both 1936 and 1938. [78]

In Atlas Milling Co. v. Jones, 115 Fed. (2d) 61

(certiorari denied, 312 IT. S. 686), the taxpayer,

pursuant to its rights under a lease contract, went

^ Sec. 23. Deductions from Gross Income.
In computing net income there shall be allowed

as deductions

:

* * * * * * *

(m) Depletion.—In the case of mines, oil and gas
wells, other natural deposits, and timber, a reason-
able allowance for depletion and for depreciation of
improvements, according to the peculiar conditions
in each case; such reasonable allowance in all cases

to be made under rules and regulations to be jDre-

scribed by the Commissioner, with the approval of

the Secretary. In any case in which it is ascertained

as a result of operations or of development work
that the recoverable units are greater or less than
the prior estimate thereof, then such prior estimate

(but not the basis for depletion) shall be revised and
the allowance under this subsection for subsequent

taxable years shall be based upon such revised esti-

mate. In the case of leases the deductions shall be

equitably apportioned between the lessor and lessee.

In the case of proi)erty held by one person for life

with remainder to another person, the deduction

shall be computed as if the life tenant were the abso-

lute owner of the pro])erty and shall be allowed to

the life tenant. In the case of property held in trust

the allowable deduction shall be ap])ortioned between

the income beneficiaries and the trustee in accord-

ance with the ])(M'tinent provisions of the instrument

creating the trust, oi", in the absence of such pro-

visions, on the basis of the trust income allocable to

each. For ])ercentage de])letion allowable under this

subsection, see section 114 (I)), (3) and (4).
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upon certain lands and removed crushed rock which

constituted the residue from mining and milling

operations carried on by the owners of the premises.

By reason of a new extraction process it had be-

come profitable to remill and retreat such '

' tailings
'

'

or residue. This the taxpayer did. It was held that

taxpayer was not entitled to percentage depletion.

In its opinion the court said in part

:

A ''mine" is an excavation in the earth from which

ores, coal, or other mineral substances are removed

by digging or other mining methods. In its broader

sense it denotes the vein, lode, or deposit of min-

erals. Mining connotes the removal of minerals from

a natural deposit. It does not embrace the rework-

ing of mineral dumps artificially deposited from the

residue remaining after the ore has been milled and

concentrates removed therefrom. So. Utah Mines &

Smelters v. Beaver County, 262 U. S. 325, 332. In

the case last cited the court said

:

The tailings severed and removed from the

mining claims, changed in character, placed on

other and separate lands and having an ascer-

tained and adjudicated value of their own, in

our opinion, constituted a unit of property en-

tirely apart from the mine from which they had

been taken. See Forbes v. Gracey, 94 U. S. 762,

765.

Ores when severed from their natural deposit be-

come personal property. Trover and conversion will

lie for their wrongful taking.
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While tailings deposited on the surface of land

may become appurtenant to the land, they in no true

sense become a mine.

We are of the opinion that the word ''mines" as

used in, § 23, supra, is limited to natural deposits

and does not include a tailings dump deposited on

the surface of land, consisting of the residue of ore

that has been severed and milled.*******
* * * Here, Atlas (the taxpayer) owns no eco-

nomic interest in the mine from which the minerals

were severed. To entitle it to depletion w^e would

have to hold that the tailings, not a natural deposit

but ore-bearing rock artificially deposited on the

surface of the ground, constitutes a mine within the

meaning of § 23, supra. We are of the opinion that

it may not be so regarded. * * *

Petitioner here seeks to distinguish this proceed-

ing from that case. It argues that there the court

had before it a problem having to do with "tailings"

made up of the residue of rock left after it had once

been milled, whereas here the dumps were made up

of broken rock which had never been milled and

within which the ore was still deposited. [79]

We consider this difference to be immaterial. The

dumps of petitioner were of "ore-bearing rock ar-

tificially deposited on the surface of the groimd",

and the petitioner had no economic interest in the

mines from which such rock was severed. These are

the determinative facts which bring this proceeding
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within the reasoning of Atlas Milling Co. v. Jones^

supra. See also Carl M. Britt, 43 B. T. A. 254.

The distinction between this proceeding and Ken-

nedy Mining & Milling Co., 43 B. T. A. 617, is ob-

vious. In that case the "tailings" were from ore-

bearing rock severed from mines owned and operat-

ed by the taxpayer. Under those circumstances, we

said:

* * * The economic interest of this petitioner in

the tailings and in the minerals to be extracted there-

from was identical with the interest it had main-

tained through its ownership of the mine from be-

ginning to end of the extractive process; and when

it finally received the proceeds of the minerals con-

tained in the tailings it received income from the

contents of the mine to exactly the same extent as

the income it had previously received from the ear-

lier and more rudimentary refining process. * * *

Deductions for depletion are matters of legislative

grace, Ozark Chemical Co. v. Jones, — Fed. (2d)

— (C. C. A., 10th Cir., Dec. 23, 1941), and none more

so than deductions on account of percentage deple-

tion. Since the petitioner has not brought itself

clearly within the act, he can not claim the deduc-

tion sought.

At the hearing herein the parties entered into cer-

tain stipulations with regard to petitioner's income

for the years in question to which consideration shall

be given by counsel in preparing recomputations of

petitioner's tax liability in accordance with this

opinion.

Decision will be entered pursuant to Rule 50. [80]
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United States Board of Tax Appeals

Washington

Docket No. 104195

CONSOLIDATED CHOLLAR GOULD & SAV-
AGE MINING COMPANY, a corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the findings of fact and opinion of

the Board promulgated February 4, 1942, the re-

spondent herein on March 4, 1942 having filed a re-

computation of tax and the petitioner on March 23,

1942 having filed an agreement to such recomputa-

tion, now, therefore, it is

Ordered and Decided: That there is a deficiency

in income tax for the calendar year 1936 in the

amount of $3,625.45.

(Signed) C. R. ARUNDELL
Member

Enter

:

Entered Mar. 25, 1942. [81]
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United States Board of Tax Appeals

Washington

Docket No. 105095

CONSOLIDATED CHOLLAR GOULD & SAV-

AGE MINING COMPANY, a corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the findings of fact and opinion of

the Board promulgated February 4, 1942, the re-

spondent herein on March 4, 1942 having filed a

recomputation of tax and the petitioner on March

23, 1942 having filed an agreement to such recom-

putation, now, therefore, it is

Ordered and Decided: That there is a deficiency

in income tax for the calendar year 1938 in the

amount of $512.57.

(Signed) C. R. ARUNDELL
Member

Enter

:

Entered Mar. 25, 1942. [82]
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In the United States Circuit Court of Appeals

For the Ninth Circuit

B. T. A. Docket Nos. 104195 and 105095

CONSOLIDATED CHOLLAR GOULD & SAV-
AGE MINING COMPANY,

Petitioner on Review,

V.

GUY T. HELVERING, COMMISSIONER OF
INTERNAL REVENUE,

Respondent on Review.

PETITION FOR REVIEW AND STATEMENT
OF POINTS

To the Honorable Judges of the United States Cir-

cuit Court of Appeals for the Ninth Circuit

:

Now Comes Consolidated Chollar Gould & Sav-

age Mining Company, a corporation, by its attor-

neys, William A. Boekel and John D. Gallaher, and

respectfull,y shows

:

I.

JURISDICTION

The petitioner on review (hereinafter referred to

as the taxpayer) is a corporation organized and ex-

isting under the laws of the State of California,

having its principal office in the Kohl Building, San

Francisco, California. [83]

The respondent on review, Guy T. Helvering, is

the duly a])pointed, qualified and acting Commis-
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sioner of Internal Revenue of the United States.

The taxpayer filed its Federal income tax returns

for the taxable years 1936 and 1938 with the Col-

lector of Internal Revenue for the First District of

California, whose office is located in the City and

County of San Francisco, State of California, and

within the judicial circuit of the United States Cir-

cuit Court of Appeals for the Ninth Circuit.

The taxpayer files this petition pursuant to the

provisions of Sections 1141 and 1142 of the Inter-

nal Revenue Code.

II.

PRIOR PROCEEDINGS

On May 14, 1940 the Commissioner of Internal

Revenue determined a deficiency in Federal income

taxes against the taxpayer for the year 1936 in the

amount of $3,625.45 and on the same date mailed a

notice to the taxpayer notifying the taxpayer of

such determination. On July 11, 1940 the Commis-

sioner of Internal Revenue determined a deficiency

in Federal income taxes against the taxpayer for

the year 1938 in the amount of $655.45 and on the

same date mailed to the taxpayer a notice of such

determination. Within ninety days after the mailing

of said notices respectively, the taxpayer filed ap-

peals from said determinations of the Commissioner

with the United States Board of Tax Appeals,

Docket Nos. 104195 [84] and 105095.

The appeals were consolidated for hearing and de-

cision and were duly tried and submitted to the
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United States Board of Tax Appeals and under date

of February 4, 1942, the Board i)romulgated its

findings of fact and opinion (46 B. T. A. No. 34),

pursuant to which opinion decisions were entered

by the Board on March 25, 1942 wherein and where-

by it was ordered and decided that there was a de-

ficiency in income tax for the calendar year 1936 in

the amount of $3,625.45 and a deficiency in income

tax for the calendar year 1938 in the amount of

$512.57.

III.

NATURE OF CONTROVERSY

The taxpayer is a mining corporation organized

and existing under the laws of the State of Cali-

fornia. On or about July 1, 1933 the taxpayer ac-

quired by purchase from the Bullion Gold and Sil-

ver Mining Company, mining property known as

the American Flat property, located near Virginia

City, Nevada. At all times during the years 1936

and 1938 the taxpayer was the owner in fee of said

property.

During the years 1936 and 1938 the taxj^ayer de-

rived income from processing certain dumps lo-

cated upon the American Flat property known as

the "Yellow Jacket" and "Belcher" dumps. The

rock and material constituting these so-called dumps

had been removed from mines adjacent to the Amer-

ican Flat ])roperty and had been placed upon the

American Flat [85] property during the period be-

tween 1872 and 1898. Such material had never been
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processed and no attempt had ever been made to

extract jorecious metals therefrom until the taxpayer

commenced processing the same in the year 1936.

The dumps were on the American Flat property ac-

quired by the taxpayer at the time of the acquisi-

tion thereof and were owned by the taxpayer during

the years 1936 and 1938.

The taxpayer filed its first income tax return for

the calendar year 1933 and elected at the time of

making said return to have the depletion allowance

for its mining property for the taxable year 1934

and subsequent taxable years computed with regard

to percentage depletion under the provisions of Sec-

tion 114 (b) (4) of the Revenue Act of 1932, and

again elected at the time of filing its return for the

year 1934 to have the depletion allowance for the

taxable year 1934 and subsequent taxable years com-

puted with regard to said percentage depletion un-

der the provisions of Section 114 (b) (4) of the Rev-

enue Act of 1934. The taxpayer, in its income tax

returns for the years 1936 and 1938 deducted per-

centage depletion upon its income from processing

the ore materials constituting said dumps. The com-

missioner disallowed the deductions insofar as they

were based upon such income. The Board of Tax

Appeals was of the opinion that said dumps did not

constitute a mine and that percentage depletion was

therefore not allowable under the provisions of Sec-

tion 114 (b) (4) of the Revenue Acts of 1936 and

1938. [86]
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IV.

STATEMENT OF POINTS

Following is a concise statement of the points upon

which the taxpayer intends to rely on the review

herein petitioned, to-wit

:

The United States Board of Tax Appeals erred:

1. In failing to hold that the ores and precious

metals were naturally deposited in the dumps in

question and that the same constituted a part of the

taxpayer's mine within the meaning of Section 114

(b) (4) of the Revenue Acts of 1936 and 1938.

2. In holding that percentage depletion under

said section of said acts is not allowable with re-

spect to income derived from processing said dumps.

3. In holding that there were deticiencies in the

income tax returns of the taxpayer for the years

1936 and 1938 by reason of the disallowance of the

percentage depletion claimed by the taxpayer for

those years.

4. In that its opinion and decision are contrary

to its findings of fact.

5. In that its opinion and decision are not sup-

ported ])y its findings of fact and are contrary to

law.

Wherefore, the taxpayer petitions that the de-

cision of the United States Board of Tax Appeals

be reviewed by the United States Circuit Court of

Appeals for the Ninth [87] Circuit, that a transcript

of the record l)e ])rei^ared in accordance with law

and with the rules of said Court and transmitted to



vs. Comm'r of Internal Revenue 87

the Clerk of said Court for filing, and that appro-

priate action be taken to the end that the errors

complained of may be reviewed and corrected by

said Court.

WILLIAM A. BOEKEL
JOHN D. GALLAHER

Attorneys for Petitioner

on Review

604 Federal Reserve Bank

Building,

San Francisco, California.

[Endorsed] : U. S. B. T. A. Filed June 24, 1942.

[88]

[Title of Board and Cause—Dockets Nos. 104195,

105095.]

NOTICE OF FILING PETITION FOR REVIEW
AND STATEMENT OF POINTS

To the General Counsel of the Bureau of Internal

Revenue, Washington, D. C.

You are hereby notified that Consolidated Chollar

Gould & Savage Mining Company did, on the 24th

day of June, 1942, file with the Clerk of the United

States Board of Tax Appeals at Washington, D. C.

a petition for review by the United States Circuit

Court of Appeals for the Ninth Circuit of the de-

cision of the Board heretofore rendered in the above

entitled cases and a statement of points. A copy of
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the petition for review and the statement of points

as filed is hereto attached and [89] served iij^on you.

Dated this 24th day of June, 1942.

WILLIAM A. BOEKEL
JOHN D. GALLAHER

Attorneys for Petitioner

on Review.

Personal service of the above and foregoing no-

tice, together with a copy of the petition for review

and statement of points mentioned therein is hereby

admitted this 24th day of June, 1942.

(s) J. P. WENCHEL
C. S. R.

Chief Counsel

Bureau of Internal Revenue

[Endorsed] : U.S.B.T.A.Filed June 24, 1942. [90]

[Title of Board and Cause—Dockets Nos. 104195,

105095.]

DESIGNATION OF CONTENTS OF RECORD
ON REVIEW

To the Clerk of the United States Board of Tax

Appeals

:

Now Comes Consolidated Chollar Gould & Savage

Mining Company, a corporation, the ]ietitioner on

review herein, by and through its attorneys, William

A. Boekel and John D. Gallaher, and for the purpose

of the review which it, the said petitioner on review

has heretofore taken to the United States Circuit
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Court of Appeals for the Ninth Circuit, hereby des-

ignates for inclusion in the record on review the fol-

lowing in the above numbered cases, Docket Nos.

104195 and 105095 : [91]

1. Docket entries of the proceedings before the

Board in each case.

2. Pleadings before the Board in each case:

(a) Petition, including exhibits attached

thereto.

(b) Answer.

3. The entire record of the proceedings before

the Board at San Francisco, California on

June 27, 1941, as contained in the phono-

graphic reporter's transcript of such proceed-

ings, including the exhibits. In this connec-

tion for the purposes of convenience, peti-

tioner on review respectfully suggests that

pursuant to Rule 75 (i) of the Rules of Civil

Procedure for the District Courts of the

United States, Exhibits Nos. P-1, P-2, P-3

and P-4 be sent to the Appellate Court in lieu

of copies.

4. Findings of fact and Opinion of the Board

promulgated February 4, 1942.

5. Decision entered March 25, 1942, in each

case.

6. Petition for review and statement of points.

7. Notice of filing 23etition for review.

8. This designation of contents of record on re-

view.

Wherefore, it is requested that copies of the rec-
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ord as above designated be prepared and transmit-

ted to the United States Circuit Court of Appeals

for the Ninth Circuit, in accordance with the rules

of said Court.

WILLIAM A. BOEKEL
JOHN D. GALLAHER

Attorneys for Petitioner

on Review. [92]

Personal service of the above and foregoing Des-

ignation of Contents of Record on Review is hereby

acknowledged this 24th day of June, 1942.

(s) J. P. WENCHEL
(Illegible initial)

Chief Counsel Bureau of

Internal Revenue.

[Endorsed] : U. S. B. T. A. Filed June 24, 1942.

[93]

[Title of Board and Cause— Docket Nos. 104195,

105095.]

CERTIFICATE OF CLERK

I, B. D. Gamble, clerk of the U. S. Board of Tax

Appeals, do hereby certify that the foregoing pages,

1 to 93, inclusive, contain and are a true copy of

the transcript of record, papers, and proceedings on

file and of record in my office as called for by the

Praecijje in the appeal (or appeals) as above num-

bered and entitled.

In testimony whereof, I hereunto set my hand

and affix the seal of the United States Board of Tax
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Api^eals, at Washington, in the District of Colum-

bia, this 7th day of July, 1942.

[Seal] B. D. GAMBLE
Clerk, United States Board of Tax Appeals.

[Endorsed]: No. 10198. United States Circuit

Court of Appeals for the Ninth Circuit. Consoli-

dated Chollar Gould & Savage Mining Company, a

Corporation, Petitioner, vs. Commissioner of Inter-

nal Revenue, Respondent. Transcript of the Rec-

ord. Upon Petition to Review a Decision of the

United States Board of Tax Appeals.

Filed July 21, 1942.

PAUL P. O'BRIEN
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.

In the United States Circuit Court of Appeals

For the Ninth Circuit

B. T. A. Docket Nos. 104195 and 105095.

CONSOLIDATED CHOLLAR GOULD & SAV-
AGE MINING COMPANY,

Petitioner on Review,

V.

GUY T. HELVERING, COMMISSIONER OF
INTERNAL REVENUE,

Resi^ondent on Review.
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STATEMENT OF POINTS ON WHICH AP-

PELLANT INTENDS TO RELY AND DES-

IGNATION OF RECORD.

To the Clerk of the United States Circuit Court of

A]3peals for the Ninth Circuit

:

Now Comes Consolidated Chollar Gould & Savage

Mining Company, a corporation, the petitioner on

review herein, and designates for printing the en-

tire transcript as certified by the Clerk of the Board

of Tax Appeals and adopts as the points on which it

intends to rely on appeal the statement of the points

appearing in said transcript.

Dated : This 30th day of July, 1942.

WILLIAM A. BOEKEL,
JOHN D. GALLAHER,

Attorneys for Petitioner

on Review.

Service and receipt of a copy of the foregoing is

hereby admitted this 1st day of August, 1942.

J. P. WENCHEL,
Chief Counsel Bureau of

Internal Revenue.



No. 10,198

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

Consolidated Chollar Gould & Savage

Mining Company (a corporation),

Fetitioner

,

vs.

Commissioner of Internal Revenue,

Respondent.

On Petition for Review of Decision of the United States
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BRIEF FOR PETITIONER.

William A. Boekel,

John D. Gallaher,
111 Sutter Street, San Francisco,

Attorneys for Petitioner.

Pebnac-Walsh rniNTiNQ Co., San Fkancisco

FILED
SEP -^6 1942

PAULP.O'ORIE'
o:.





Subject Index

Page

Opinion Below 1

Jurisdiction 1

Questions Presented 2

Statutes and Regulations Involved 2

Statement 5

Statement of Points to Be Urged 6

The Pacts 7

Summary of Argument 9

Argument 9

The dumps constituted a mine within the meaning of the

statute 9



Table of Authorities Cited

Cases Pages

Anderson v. Helvering, 310 U. S. 404, 60 Sup. Ct. 952 13

Atlas Milling Co. v. Jones. 10th Circuit, 115 Fed. (2d)

61 11, 12, 14

Commissioner of Internal Revenue v. Kennedy Alining &
Milling Co., 125 Fed. (2d) 399 ' 11, 12

Dunn & Baker, Inc. v. C. I. R., 30 B.T.A. 663 16

Helvering v. Bank Line Oil Co., 303 U.S. 362, 58 Sup. Ct.

616 13

Nephi Plaster & Mfg. Co. v. Juab Coimty, 33 Utah 114, 93

Pac. 53, 14 L.R.A. (N.S.) 1043 10

Pacher Gravel Co., 21 B.T.A. 51 16

Codes and Statutes

Internal Revenue Code, Sections 1141-1142 1

Revenue Act of 1934, c. 277, 48 Stat. 680 2

Section 23 (a) 16

Section 23 (m) 2, 3, 11, 15, 16, 17

Section 23 (n) 16

Section 23 (n) (2) 15

Revenue Acts of 1936 and 1938, Section 114 (b) (4) . . , . .

.

6

U.S.C, Title 26, Sec. 23 2

U.S.C, Title 26, Sec. 114 3

Texts

5 Corpus Juris Sec. p. 558 10

40 Corpus Juris 734 15

50 Corpus Juris 768-769 12



No. 10,198

IN THE

United States Circuit Court of Appeals

For the Nmth Circnit

_____
^

Consolidated Chollar Gould & Savage

Mining Company (a corporation),

Petitio)ier,

vs.

Commissioner of Internal Revenue,

Respondent.

On Petition for Review of Decision of the United States

Board of Tax Appeals.

BRIEF FOR PETITIONER.

OPINION BELOW.

The opinion of the United States Board of Tax

Appeals (R. 72-79) is reported in 46 B.T.A.—No. 34.

JURISDICTION.

The petition for review in this case involves asseiled

deficiencies in income taxes for the years 1936 and

1938 and is taken from decisions of the Board of Tax

Appeals entered Marcli 25, 1942. (R. 80-81.) The

petition for review was tiU'd June 24, 1942 (R. 82-

87), pursuant to the provisions of Sections 1141-1142

of the Internal Revenue Code.



QUESTIONS PRESENTED.

Whether the petitioner is entitled to deduct, under

Section 23 (m) of the Revenue Act of 1934 and the

same section of the Revenue Act of 1936, i)ercentage

depletion in respect to income derived during the tax

years 1936 and 1938 'from the extraction of gold by

the petitioner from certain dmnps consisting- of rocks

and ore material which had never been milled or

processed in any way but which had been deposited

upon lands owned by the petitioner many }'ears prior

to the acquisition of said lands by the petitioner.

STATUTES AND REGULATIONS INVOLVED.

Revenue Act of 1934, c. 277, 48 Stat. 680:

Sec. 23. Deductions From Gross Income.

In computing net income there shall be allowed

as deductions:

* * * ^ * * *

(m) Depletion.—In the case of mines, oil and

gas wells, other natural deposits, and timber, a

reasonable allowance for depletion and for depre-

ciation of improvements, according to the peculiar

conditions in each case; such reasonable allow-

ance in all cases to be made under rules and
regulations to be i)rescribed by the Commissioner,

mth the approval of the Secretaiy. * * * (U.S.C,

Title 26, Sec. 23.)

Sec. 114. Basts For Depreciation and De-

pletion.*******
(b) Basis for depletion.



(4) Percentage depletion for coal mid metal

mines and sulphur.—The allowance for depletion

under section 23 (m) shall be, in the case of coal

mines, 5 per centum, in the case of metal mines,

15 per centum, and, in the case of sulphur mines
or deposits, 23 per centimi, of the gross income
from the pro])erty during- the taxable year, ex-

cluding from such gross income an amount equal

to any rents or royalties paid or incurred by the

taxpayer in respect of the property. Such allow-

ance shall not exceed 50 per centum of the net

income of the taxpayer (computed without allow-

ance for depletion) from the property. A tax-

payer making his first return under this title in

respect of a property shall state whether he elects

to have the depletion allowance for such prop-

erty for the taxable year for which the return is

made computed with or without regard to per-

centage depletion, and the depletion allowance

in respect of such property for such year shall

be computed according to the election thus made.
If the taxpayer fails to make such statement in

the return, the depletion allowance for such prop-

erty for such year shall be computed ^^^thout

reference to percentage depletion. * * * (U.S.C,
Title 26, Sec. 114.)

Treasury Regulations 86, promulgated imder
the Revenue Act of 1934:

Art. 23 (m)-l. Depletion of mines, oil and gas
wells, other natural deposits, and timber; depre-

ciation of improvements.—* * *«****»
(b) A '* mineral property" is the mineral de-

posit, the development and plant necessary for

its extraction, and so much of the surface of the

land only as is necessary for purposes of mineral



extraction. The value of a mineial property is

the combined vahie of its component parts.*******
(g) "Gross income from the property" as used

in section 114 (b) (3) and (4) and ai-ticles 23

(m)-l to 23 (m)-28, inchisive, means the amomit
for which the taxpayer sells (a) the crude mineral

product of the property or (b) the ])r()duct de-

rived therefrom, not to exceed in the case of (a)

the representative market or field price (as of

the date of sale) of crude mineral product of

like kind and grade before transpoi-tation from
the immediate vicinity of the mine or well, or in

the case of (b) the representative market or field

price (as of the date of sale) of a product of

the kind and grade from Avhicli the product

sold was derived, before tlie application of any
processes (to which the crude mineral product

may have been subjected after emerging from
the mine or well) with the exception of those

listed below, and before transpoi-tation from the

place where the last of the processes listed below

was applied. * * ********
(4) In the case of lead, zinc, copper, gold,

or silver ores and ores which are not customarily

sold in the form of the crude mineral product

—

crusliing, concentrating (by gravity or dotation),

and other processes to the extent to which they

do not beneficiate the product in greater degree

(in relation to the cnide mineral product on the

one hand and the refined product on tlie other)

than crushing and concentrating (by gravity or

flotation).



STATEMENT.

The petitioner is a corporation organized under the

laws of the State of California with its principal

office at San Francisco, California. It filed its income

tax returns for the calendar years 1936 and 1938 with

the Collector of Internal Revenue for the First Dis-

trict of California. On its income tax returns, the

petitioner elected to have its depletion allowance com-

puted on the basis of a percentage depletion. During

the year 1936 the petitioner derived income in the

amount of $71,211.40 from the processing of certain

dumps known as the Yellow Jacket and Belcher

Dmnps, located on property known as the American

Flat property near Virginia City, Nevada. During

the year 1938, the petitioner realized income from

the processing of ores in these dumps in the amount
of $2924.12. (R. 73.) It was stipulated that peti-

tioner's net income, before depletion, from this source

for 1936 was $22,610.70, and that the net income,

before depletion, from this source for the year 1938

was $2924.12. (R. 69-70.) The petitioner in comput-

ing its tax upon its returns claimed percentage de-

pletion in accordance with its election with respect

to said income. The respondent disallowed the per-

centage depletion claimed and gave notices of defi-

ciencies in the tax for both years. The petitioner

thereupon filed two separate petitions with the Board
of Tax Appeals for redetermination of the asserted

defixjiencies. Both petitions were consolidated for

hearing and decision before the Board of Tax Ap-

peals. (R. 38.) The Board of Tax Appeals held,

erroneously we believe, that the dumps in question



did not constitute a mine within the meaning of the

statute (R. 75) and entered its decisions that there

was a deficiency in the income tax for the calendar

year 1936 in the amount of $3625.45 and for the

calendar year 1938 in the amomit of $512.57. This

petition for review is taken from those decisions. The

facts are identical with respect to each yenr except

as to the amounts involved, which are not in dispute.

STATEMENT OF POINTS TO BE URGED.

The Board of Tax Appeals erred:

1. In failing- to hold that the ores and precious

metals were naturally deposited in tlio dumps in

question and that the same constituted a part of

the taxpayer's mine within the meanino; of Sec-

tion 114 (b) (4) of the Revenue Acts of 1936 and

1938.

2. In holding that percentage depletion under

said section of said acts is not allowable with

respect to income derived from processing said

dumps.

3. In holding" that there were deficiencies in

the income tax returns of the taxpayer for the

years 1936 and 1938 by reason of the disallow-

ance of the percentage depletion claimod by the

taxpayer for those years.

4. In that its opinion and decision are con-

trary to its findings of fact.

5. In that its opinion and decision are not

supported by its findings of fact and are con-

trary to law.



THE FACTS.

The petitioner acquired the American Flat property

near Virginia City, Nevada, by purchase from Bul-

lion dold & Silver Mining Company on or about July

1, 1933 and during the taxable years in question was

the owner of the property in fee. (R. 7-8, 17, 20-21,

30, 55.) Prior to such purchase and between the

years 1872-1898 the predecessors of Bullion Gold &

Silver Mining Company had removed from mines

adjacent to the property a quantity of natural deposit

ore material and placed the same upon the American

Flat property. (R. 40-41.) Such ore material was

taken from mines know^n as the Yellow Jacket, Crown

Point, Belcher and Kentuck Mines. (R. 48-49.) The

operators of these mines had made an arrangement

with the Overman Mining Company, which was then

the o\^Tier of the American Flat property, for the

privilege of dumping such ore materials upon the

American Flat properties. (R. 50.) The records con-

cerning such aiTangement were destroyed in the fire

of 1906, but one of the operators of one of the mines

testified that in 1907, the operators of the mines did

not consider that they owned the dumps on the Ameri-

can Flat property. He testified that they considered

that the Oveiman Mining Company, the owner of

such property, was the owner of the dumps and the

operators were ''tiying to make a dicker with the

Overman Mining Company" for the privilege of

working the dumps, (R. 50-51.) The dumps were

not produced by the Overman mine. "They were

just there." (R. 52.)
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At the time the petitioner acquired the American

Flat property, the dumps were from 60 to 80 feet

high. (R. 66.) Their phj^sical appearance after the

petitioner had removed a i)ortion of the rock by

power shovel for processing is shown by the photo-

graph marked Petitioner's Exhibit 1, the oiiginal of

which has been transmitted to this Couii: for inspec-

tion. The dumps are indicated by the white spot

about two inches from the righthand side of the pic-

ture and in about the center vertically. (R. 58.)

The material constituting the dumi)s was waste

rock blasted from the mines and deposited upon the

American Flat properties just as it was blasted. (R.

42.) It had never been milled or i)rocessed and no

effort had been made to segregate it or remove any

of the ore materials from the rock. (R. 41-42, 55.)

''Processing" is the process whereby metal is ex-

tracted from the rock. The first step in processing

is milling. (R. 42.) Milling consists of ci'ushing the

rock into an impalpable powder after which the

powder is processed by whatever system of ])rocessing

may be used. (R. 45.) "Tailings" are the products

of the mill resulting after the rock has been milled

and the powder has been processed. (R. 45.) The

material constituting the dumps in question was not

tailings in any sense of the word (R. 45) but was

blasted rock in which the metal was still naturally

deposited at the time of the acquisition by the peti-

tioner of the property on which the dumps were lo-

cated. (R. 65.)
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SUMMARY OF ARGUMENT.

The Board of Tax Appeals disallowed percentage

depletion claimed by the petitioner and foiuid that

there were deficiencies due for the taxable years in

question by reason of its holding that the dumps did

not constitute a mine within the meaning of the stat-

ute. While five specifications of error and j^oints to

be urged are set foi'th, if the Board was in error in

failing to hold that the dumps constituted a mine

and the minerals therein a natural deposit within

the meaning of the statute, it will follow that the

other points urged will be disposed of. The petitioner

therefore confines its argument in this brief to the

contention that the dumps and minerals therein con-

stituted a mine or other natural deposit within the

meaning of the statute.

ARGUMENT.

THE DUMPS CONSTITUTED A MINE WITHIN THE
MEANING OF THE STATUTE.

The decision of the Board of Tax Appeals is predi-

cated primarily upon the holding of the Board that

the dumps in question did not constitute a mine

within the meaning of the statute. (R. 75.) If this

is considered a finding of fact, it is not such a finding

of fact as must be deemed conclusive upon review.

All of the evidence before the Board, including all

of the testimony of the witnesses, is set forth in the

record before this Court. There was no conflict in

the evidence and it was uncontradicted. The review-
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ing Court is not bound by facts determined by the

lower Coui*t based upon uncontradicted evidence.

5 Corpus Juris Sec. p. 558.

The question of what constitutes a ''mine" within

the meaning of a particular statute is a question of

law for the Courts to determine.

In the well considered case of

Nephi Plaster d' Mfg. Co. v. Juab County, 33

Utah 114, 118, 93 Pac. 53, 14 L.R.A. (N.S.)

1043,

the Supreme Court of Utah said:

"The question, however, is what is to be deemed

as being within the popular conception of a mine?

Is it to be confined to the understanding that a

farmer, stock raiser, or ordinary merchant has

of the teim? Or to w^hat those who work in or

come in contact with mines and mining rights

generally and popularly understand it to be?

Or is it to be understood, when found in a statute

or Constitution, what the courts generally have

held it to moan? In ^dew that the decisions of

courts are but the reflection of the common un-

derstanding with respect to particular things

and the teiins used in any industry, business,

or calling, and are thus simply reduced to legal

terms, we think that if the courts have construed

and applied what is meant by the terms 'mine'

and 'mines', then this meaning must control, and

especially so when the term is used in some

statute or constitution. This must be so for the

simple reason that the term will then have ac-

(juired a legal meaning, which, unless the contrary

clearly appears from the context, must be deemed

to be the meaning intended to be applied to it

in the law in which it is found."
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There have been a number of federal cases in which

the nature of a ''tailings dump" has been considered

in relation to Section 23 (m) of the Revenue Act.

One of the latest of such cases is

Commissioner of Intenml Revenue v. Kennedy
Mining d Milling Co., 125 Fed. (2d) 399,

decided by this Court Febi-uary 4, 1942.

In the case of

Atlas Milling Co. v. Jones, 10th Circuit, 115

Fed. (2d) 61,

relied upon by the Commissioner and cited in the

decision of the Board of Tax Appeals, the Court had
held that percentage depletion was not allowable in

respect to the reworking of tailings. The Court in

the Atlas case defined a ''mine^' as follows:

^*A 'mine' is an excavation in the earth from
which ores, coal, or other mineral substances are

removed by digging or other mining methods. In
its broader sense it denotes the vein, lode, or

deposit of minerals. Mining connotes the removal
of minerals from a natural deposit. It does not

embrace the rew^orking of mineral dumps artifi-

cially deposited from the residue remaining after

the ore has been milled and concentrates removed
therefrom. So. Utah Mines & Smelters v. Beaver
County, 262 U.S. 325, 332. In the case last cited

the court said:

'' 'The tailings, sevei^ed and removed from the

mining claims, changed in character, placed on
other and separate lands and having an ascer-

tained and adjudicated value of their own, in

our opinion, constituted a imit of property en-

tirely apart from the mine from wliich they had
been taken. See Forbes v. Gracey, 94 U.S. 762,

765.' "
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The Kennedy case before this Court involved the

reworking of tailings by the mine owner. The Com-

missioner contended before this Court, on authority

of the definition given in the Atlas case, that the re-

working of the tailings could in no sense be regarded

as a mining operation. This Court held otherwise

and distinguished the Atlas case on the ground that

in that case, the taxpayer was a contractor which had

contracted mth the owner of the tailings dump to

treat the tailings therein for a share of the proceeds.

Neither party owned any mine.

The present case differs from the Atlas case in

that the petitioner in this case acquired the diunps

as a part of its mining property and owned them in

fee. The case differs from the Kennedy case in that

the dumps were created with waste rock taken from

adjacent mines, not owned by the petitioner, from

thirty to sixty years before the petitioner acquired

the lands on which the dumps were deposited. This

case differs from both the Atlas and Kennedy cases

in that the dumps are not tailings in any sense of

the word, had never been milled or processed when

acquired by petitioner, but consisted of rock, just as

it was blasted in which the metal was still naturally

deposited. It also differs from both cases in that the

petitioner's predecessor in ownershi]) of the land was

considered to have become the owner of the dumps

thereon, and the only economic interest in the dumps

is that of the petitioner, which is ownership in fee.

in 50 Corpus Juris, pages 768-769, it is stated:

"The character of property may, in some in-

stances, be changed from personalty to realty,
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or from realty to personalty, by the act of the

owner or other person in dealing with it. * * *

It is held, however, that, to convert an article

which is a part of the realty into a chattel by
severance, the act must be done by one having

the right or authority to do so, and with the in-

tention of so converting it, and that what is realty

continues to be so until the owner by his election

gives it a different character. * * * 'Tailings'

from ore reduction, deposited on adjoining prop-

erty with the consent of the owner, may become
part of realty; and severed rock deposited upon
amother's land and perinitted to remain becomes

real property." (Italics ours.)

In the case of Anderson v. Helvering, 310 U.S. 404,

407, 60 Sup. Ct. 952, 954, one of the cases relied upon

by the respondent before the Board, the Court in dis-

cussing the question of depletion allowance in the case

of oil and gas wells, said:

**It is settled that the same basic issue deter-

mines both to whom income derived from the

production of oil and gas is taxable and to

whom a deduction for depletion is allowable.

That issue is, who has a capital investment in

the oil and gas in place and wJmt is the extent

of his interest. * * *" (Italics ours.)

In the case of Helvering v. Bank Line Oil Co., 303

U.S. 362, 366, 367, 58 Sup. Ct. 616, 618, another case

cited by the respondent, the Court said:

**In order to determine whether T-espondent is

entitled to depletion with respect to the produc-

tion in question, we must recur to the fimda-

mental purpose of the statutory allowance. The
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deduction is peimitted as an act of .i^race. It is

permitted in recognition of the fact that the

mineral deposits are wastin.i^ assets and is in-

tended as compensation to the owner for the part

used up m production. United States v. Ludey,

274 U.S. 295, 302, 47 S. Ct. 608, 610, 71 L. Ed.

1054. The granting of an arbitrary deduction,

in the case of oil and gas wells, of a percentage

of gross income, w^as in the interest of conven-

ience and in no way altered the fundamental

theory of the allowance. United States v. Dakota-

Montana Oil Co., 288 U.S. 459, 467, 53 S. Ct.

435, 438, 77 L. Ed. 893. The percentage is *of

the gross income from the property,'—a phrase

which 'points only to the gi^oss income from oil

and gas.' Helvering v. Twin Bell Syndicate, 293

U.S. 312, 321, 55 S. Ct. 174, 178, 79 L. Ed. 383.

The alloivance is to the recipients of this gross

income hy reason of their capital investment i/n

the oil or gas in place. Palmer v. Bender, 287

U.S. 551, 557, 53 S. Ct. 225, 226, 227, 77 L. Ed.

489." (Italics ours.)

The rock or ore material constituting the dumps

was therefore a part of the realty purchased and

owned by the petitioner and a part of its capital

investment, of which the petitioner was, during the

tax years in question, the sole ownier.

There is nothing in the definition of a ''mine" in

the case of Atlas Milling Company v. Jones, supra,

from which it can be said that the dumps were not

a ''mine" within the meaning of the statute. The

extent of the holding of the Atlas case, so far as the

definition is concerned, is that mining "does not em-

brace the reworking of mineral dmnps artificially
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deposited from the residue remaming after the ore

has been milled mid concentrates removed therefrom*\

(Italics ours.) The Court did say ''a 'mine' is an

excavation in the earth from which ores, coal, or

other mineral substances are removed by digging or

other mining methods". The Court was here defining

a mine in relation to the residue remaining from

processed ores and was not considering w^aste rock

or ore material which had never been processed but

which was a part of the realty on which it had been

deposited and allowed to remain. The Court con-

tinued: ''In its broader sense it denotes the vein,

lode, or deposit of minerals." This statement was

undoubtedly taken from 40 Corpus Juris page 734,

which further elaborates upon the definition as fol-

lows:

"In a broad or enlarged sense the term 'mine'

denotes the 'vein,' 'lode,' or 'deposit' of mineral,

and is also used to denote the place where, or the

parcel of land on which, such mineral vein or

deposit is found. Jn this sense it is a certain

part of the soil or of the earth's surface in whicli

there are mineral deposits, and in which a person

obtains not only a full right of otvnersMp of the

soil, but a right to remove the minerals there-

from and to dispose of them as he sees fit."

(Italics our*s.)

To hold that the restricted definition of a mine

should apply in this case would be to render mean-

ingless the words "other natural deposits" in Sec-

tion 23 (m) of the Revenue Act. Section (n) (2) of

the same Act, before its amendment in 1,932, provided

with respect to discovery, depletion that
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**In the case of mines discovered by the taxpayer
* * * the basis for depletion shall be the fair

market value of the property * * *." (Italics

ours.)

In

Packer Gravel Co., 21 B.T.A. 51,

and

Diimi <£• Baker, Inc. v. C. I. E., 30 B.T.A. 663,

the Board of Tax Appeals pointed out that the dis-

covery section refers only to ''mines", while Section

23 (m) refers to mines and "other natural deposits",

and that the omission of these latter words from

Section 23 (n) indicated an intention on the part of

Congress that the word "mines" in the discovery

section was used in its restricted or narrow sense.

The Board held that a gravel pit and a stone quany

were not "mines" as the term is used in the discovery

section, although the Board said in the Dunn & Bak&r

case:

"Undoubtedly, petitioner's deposit of stone is

a natural deposit which Congress specifically

directs shall be subject to depletion allowances,

but which it carefully refrained from including

in the discovery provisions of the statute."

if the reasoning of the Board was correct in those

two cases, as we believe it was, then conversely, the

inclusion of the words "other natural deposits"

in Section 23 (m), the percentage depletion section,

indicates an intention that the word "mines" is used

in that section in its broad sense. This consti-uction

of the stiitute applied to the present case would not
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be inconsistent with holdings of the Courts that a

tailings deposit is not a mine, because a tailings de-

posit is obviously not a natural deposit. After the

rock has been milled into the powder from which the

tailings deposit is created, such metal as remains in

the powder has been disturbed and is not naturally

''in place". In the case of the dumps in question,

the gold and silver content was just as/ much in place

in the rocks as if those rocks had never been removed

from underground. The ore was not free in a metal-

lurgical sense. The very fact that milling and reduc-

tion to an impalpable mass was necessary negatives

any theory ta the contrary.

The dumps were a certain part of the earth's sur-

face containing mineral deposits, naturally in place

in the rocks. They had become a part of the realty

purchased and owned by the petitioner. The peti-

tioner had not only the right of ownership but the

right to mine the dumps and remove the minerals

and to dispose of them as it should see fit. It is re-

spectfully submitted that its operations in doing so

were mining operations, and that mider the proper

definition of the word ''mines" used in conuection

with the words "other natural deposits", in Section

23 (m), the dumps were the petitioner's mines and

the minerals therein were the petitioner's natural

deposits within the meaning of that section. It is

therefore respectfully submitted that the decision of

the Board of Tax Appeals in failing to s(^ hold was

contrary to and not supported by its findings of fact,

and was contrarj^ to law. By reason thereof, it is
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respectfully submitted that the Board erred in dis-

allowing percentage depletion and in finding that

there were any deficiencies for the taxable years in

question.

Dated, San Francisco,

September 10, 1942.

Respectfully submitted,

William A. Boekel,

John D. Gallaher,

Attorneys for Petitioner.
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In the United States Circuit Court of Appeals
for the Ninth Circuit

No. 10198

Consolidated Choliae Gould & Savage Muhng Com-

pany, A Corporation, petitioner

Commissioner of Internal Revenue, respondent

ON PETITION FOR REVIEW OF THE DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE RESPONDENT

OPINION BELOW

The opinion of tlie United States Board of Tax
Appeals (R. 71-79) is reported at 46 B. T. A. 241.

JURISDICTION

This appeal involves income taxes for the calendar

years 1936 and 1938. The notice of deficiency for the

year 1936 is dated May 14, 1940 (R. 11), and the tax-

payer's petition for redetermination was filed with the

Board of Tax Appeals on August 10, 1940 (R. 1).

The notice of deficiency for the year 1938 is dated

July 11, 1940 (R. 25), and the taxpayer's petition

for redetermination was filed on October 7, 1940

(1)



(R. 3). The jurisdiction of the Board of Tax Appeals

rests upon Section 871 of the Internal Revenue Code.

The decisions of the Board were entered on March 25,

1942/ (R. 80, 81), and the petition for review by this

Couii; was filed on June 24, 1942 (R. 82-87). The

jurisdiction of this Court rests upon Sections 1141-

1142 of the Internal Revenue Code.

QUESTION PRESENTED

Whether the taxpayer is entitled, under Sections

23 (m) and 114 (b) (4) of the Revenue Acts of 1936

and 1938, to deduct percentage depletion in respect of

income derived during the tax years 1936 and 1938

from the extraction of gold from previously mmiilled

low-grade ores produced by others from mines on their

properties and deposited and dumped by them upon

the land of the taxpayer's predecessor in title.

STATUTES AND REGULATIONS INVOLVED

These will be found in the Appendix, infra.

STATEMENT

The facts as found by the Board (R. 72-75) may
be summarized as follows

:

The taxpayer, a California cor]3oration having its

principal office at San Francisco, California (R. 72),

acquired by purchase in 1933 the so-called American

Flat property near Virginia City, Nevada, and during

the years in issue owned the property in fee (R. 73).

Prior to such purchase and between the years 1872 and

1898 the owners of neighborino- minmg properties had

transpoi-ted and dum])ed nnmilled low-grade ore mate-

rial from their mines, which they considered to be



waste, upon the American Flat property, then owned

by the Overman Mining Company. (R. 73-74. See

also R. 51-53.) The Overman Mining Company al-

lowed them that privilege, but at the time such mate-

rials were dumped on Overman's property it was con-

sidered that the Overman Company thereby became

the owner of those materials. (R. 74.)

Taxpayer erected a mill in 1934 about 2,000 feet

from the dumps, and began processing the material

in them. (R. 56-57, 75.) The ore materials were re-

moved from the dumps to the mill, for processing, by

use of a power shovel and trucks. The dumps in

question did not constitute mines. (R. 75.)

In reporting its taxable income for the years in issue

the taxpayer claimed percentage depletion upon its

gross income from processing the material in the

dumps. The Commissioner of Internal Revenue ruled

that the dumps did not constitute mines or other

natural deposits within the meaning of Section 23 (m),

disallowed the claimed deductions for percentage de-

pletion with respect to the gross income derived from

processing the material in the dumps, and determined

deficiencies accordingly. (R. 13-16, 25-29.) The

Board of Tax Appeals sustained the Commissioner's

determination. (R. 71-79.)

SUMMARY OF ARGUMENT

The taxpayer is not entitled to percentage depletion

upon the gross income realized from the processing

of the abandoned rock dumps. Those dumps did not

constitute mines or natural deposits within the ordi-

naiy meaning of those words. The controlling factor



is that the dumps were not the product of the tax-

payer's land, but were the product of neighboring

lands. As in the case of tailings, the dumps were the

residue of an older, less efficient method of treating

the product of a mine.

The instant case not only falls without the plain

meaning of the statutory provisions granting the de-

pletion deduction, but is also outside of the underlying

principle upon which the deduction is based. That

underlying principle is to compensate for the severance

and disposition of part of the substance of the land.

Here the properties which suffered depletion were the

neighboring mines from which the ore had been ex-

tracted. The plain fact of the matter is that when

the taxpayer worked the dumps in question it was

engaged in processing, not in mining.

ARGUMENT

The taxpayer is not entitled to percentage depletion in respect

of its gross income from the extraction of gold from the

abandoned rock dumps of neighboring producers

Section 23 (m) of the Revenue Acts of 1936 and 1938

(Appendix, infra) allows 9, deduction from gross in-

come for depletion ''In the case of mines, oil and gas

wells, other natural deposits, and timber." And Sec-

tion 114(b)(4) permits a taxpayer to compute the

depletion allowance upon the basis of a percentage of

the gross income from the property during the taxable

year. In approaching the issue presented in the

instant case, it is important to note that since the above

sections are ones granting a deduction, they must be



strictly construed and the taxpayer must be able to

show that he comes clearly within their terms.

Nevada-Massacliusetts Co. v. Commissioner, 128 F. 2d

347 (C. C. A. 9th), and cases there cited.

We agree with the taxpayer that the only issue

requiring decision in the instant case is whether the

abandoned dumps of rock which had been deposited

by neighboring producers upon the land now owned

by the taxpayer constituted mines or other natural

deposits within the meaning of Section 23 (m).

It is the Government's position that mider no con-

struction of the statute, and certainly not under the

strict construction which is required, may these dumps

be held to constitute mines or other natural deposits.

It is fundamental that the term ''mines" is to be given

its ordinary meaning in the construction of the section

in question. Ozark Chemical Co. v. Jones, 125 F. 2d 1

(C. C. A. 10th), certiorari denied, June 1, 1942.^ The

term "mine" is defined in Webster's New Interna-

tional Dictionary (1933) as "A subterranean cavity

or passage ; esp. : a A pit or excavation in the earth,

from which ores, precious stones, coal, or other min-

eral substances are taken by digging; as, a gold mine;

an asphalt mine; * * *." In Bouvier's Law Dic-

tionary (Rawle's Third Rev.) a mine is defined as an

excavation in the earth for the purpose of obtaining

minerals. Similar definitions are to be found in

^ See also Helvering v. Hutchings^ 312 U. S. 393 ; Magnano Co.

V. Hamilton., 292 U. S. 40, 46; Avery v. Commissioner. 292 U. S.

210; Woolford Realty Co. v. Rose, 286 U. S. 319, 327; Old Colony

R. Co. V. Commissioner, 284 U. S. 552, 560; DeGanay v. Lederer^

250 V. S. 376.
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Black's Law Dictionary (Third ed.)\ in Lindley On
Mines (Third ed.), Sees. 88-89, and in White, Mines

and Mining Injuries, Law (1903), Sees. 1-2. These

authorities point out that the term was apparently

derived from the Latin word minare signifying a sub-

terranean passage.

A similar definition was used to test the meaning

of the term in the very sections here under considera-

tion in Atlas Milling Co. v. Jones, 115 F. 2d 61

(C. C. A. 10th), certiorari denied, 312 U. S. 686, in

which the court said (p. 63) :

A "mine" is an excavation in the earth from

which ores, coal, or other mineral substances

are removed by digging or other mining

methods. In its broader sense it denotes the

vein, lode, or deposit of minerals. Mining con-

notes the removal of minerals from a natural

deposit.

The Atlas case held that a deposit of tailings did not

constitute a mine within the meaning of the sections

here involved and that holding was approved by this

Court in Commissioner v. Kennedy Min. d- M. Co.,

125 F. 2d 399. See also Britt v. Commissioner, 43

B. T. A. 254. We submit that the instant case is

governed by the decision in the Atlas case. The tax-

payer has attempted to distinguish the Atlas case on

the ground that there is a difference between a deposit

of tailings and the dumps of rock here involved. That

that distinction is without merit is clearly indicated

by the opinion in the Kennedy case, supra. Both

tailings and rocks such as are here involved were

originally products of a mine. Both are ores contain-



ing minerals. It is immaterial that in one case some

of the minerals have already been removed. Insofar

as any mineral remains in the tailings, it is there in

exactly the same state in which it is present in rocks

which have not yet undergone any treatment. Both

are the residue of an older, less efficient method of

treating the product of a mine. The controlling factor

in both the Atlas and the case sub jtidice is that the

deposits represented the product of other lands. This

is clearly brought out by the decision in the Kennedy

case, Hiipi'a. That case involved the reworking of tail-

ings by the mine owner. The tailings in question

represented the product of a mme upon the taxpayer's

land. It was held that the taxpayer there was entitled

to a depletion deduction with respect to the mcome
derived from the reworking of the tailings because that

income came from ores which Bad been taken from

the taxpayer's mine. It was pointed out that it was

immaterial that the ores had been removed from the

mine in prior years since several years may elapse

between the removal of the ores from the earth and

the final sale of the metal in the normal course of

mining. The Atlas case, supra, was distinguished on

the ground that the person who reworked the tailings

there was not the owner of the mine from which the

tailings had come. That is exactly the situation in

the instant case.

The taxpayer argues that the dumps in question

were a part of the realty purchased and owned by it.

We do not believe it important to determine whether

under the law of Nevada these rocks might have been
492440—42-
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held to be realty for some purposes. The rocks un-

doubtedly became personal property when they were

extracted from the neighboring land. See the Atlas

case, supra, at page 63, and cases there cited. Whether

or not when those rocks were placed on the land which

the taxpayer now owns they became a part of the

realty in the sense that they would pass with a convey-

ance of land is wholly immaterial." Those rocks clearly

did not become a mine any more than a building

erected on a plot of land is a mine although undoubt-

edly it would pass with a conveyance of the land.

The words "other natural deposits" in Section

23 (m) support rather than refute the Government's

position in the instant case. By ''natural deposits"

Congress undoubtedly meant natural deposits other

than those normally described by the phrase, ''mines,

oil and gas wells," as, for example, a sodium sulphate

deposit (see Ozark CJiemical Co. v. Jones, supra) or a

gravel pit or a stone quarry (see Parker Gravel Go.

V. Commissioner, 21 B. T. A. 51 ; Dunn d- Baker, Inc.

V. Commissioner, 30 B. T. A. 663). In any event, it

is clear from the use of the words "other natural

deposits" that the words preceding them, i. e., "mines,

oil and gas wells," were used only to refer to natural

deposits of mmerals, oil and gas in the earth. The

plain fact of the matter is that the dumps in question

were placed there by man and not by nature.

^ This was the issue involved in Kgghorn v. /Smith, 11-i Va. 745,

77 S. E. 593, which is cited in 50 Corpus Juris 769, as authority

for tlio statement tliat "severed rock deposited upon another's

land and permitted to remain becomes real property."'



The contention that the metal was naturally in place

in the rocks in question and therefore constituted a

''natural deposit" within the meaning of Section

23 (m) is patently erroneous. If this were true, then

the tailings deposit involved in the Atlas case, supra,

would have come within the section, for it is equally

true with resiDect to tailings that such metal as is

present is a "natural deposit" in the sense that the

metal came to be there as the result of natural forces

and had not yet been removed by man. Moreover, it

follows from the taxpayer's contention that these rocks

would have been mines or natural deposits if they had

been sold at the point of removal from the earth to a

third party. Under the taxpayer's theory the pur-

chaser would be engaged in mining when he undertook

the separation of the metal from the rock. That the

theory is erroneous is apparent from Helvering v.

BanMine Oil Co., 303 U. S. 362. There the taxpayer

o^\aied casing-head gas contracts under which it op-

erated a plant for separating natural or "wet" gas

into its component jDarts, gasoline and dry gas. Under

the contracts the natural gas was taken by the tax-

payer at the mouth of the wells and it was required

to install and maintain the necessary pipe lines from

the wells to its plants. The couil; held that the tax-

payer was a processor and had no depletable interest

in the gas, stating that (p. 368) :

The controlling fact is that respondent had no

interest in the gas in place. Respondent had no
capital investment in the mineral deposit which
suffered depletion and is not entitled to the

statutory allowance.
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This principle is dispositive of tlie instant case for here

also the taxpayer had no investment in the minerals

in place or in the land from which they came. The

properties which suffered depletion were the neighbor-

ing mines from which the ore had been extracted.

The underlying principle upon which the depletion

deduction is based was stated by the Supreme Court

in Anderson v. Helvering, 310 U. S. 404, 408, as

follows

:

The deduction is therefore permitted as an act

of grace and is intended as compensation for the

capital assets consumed in the production of

income through the severance of the minerals.

Helvering v. ^Bankline Oil Co., 303 U. S. 362,

366-367. The granting of an arbitrary deduc-

tion, in the interests of convenience, of a per-

centage of the gross income derived from the

severance of oil and gas, merely emphasizes the

underlying theory of the allowance as a tax-free

return of the capital consmned in the production

of gross income through severance. Helvering

V. Tivin Bell Oil Syndicate, 293 U. S. 312, 321

;

United States v. Dakota-Montana Oil Co., 288

U. S. 459, 467.

The emphasis throughout the foregoing quotation

is upon the severance of part of the suljstance of the

property as the basis for the depletion allowance. In

the instant case, the ore bearing rocks from which the

taxpayer extracted gold did not come from mines

located on its propert}^ but from mines located on

adjacent properties. The severance was from the

neighl^oring properties and it was those properties

which were depleted by the extraction of the ore.
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We submit that the instant case does not come

within the plain meaning of the words of the statutory

provisions permitting the deduction, nor of the prin-

ciple underlying them. With respect to the dumps in

question the taxpayer was not engaged in mining but

in processing. The Conmiissioner and the Board have

therefore properly denied the claimed deductions.

CONCLUSION

The decision of the Board of Tax Appeals should

be affirmed.

Respectfully submitted.

Samuel O. Clark, Jr.,

Assistant Attorney General.

SewALL Key,

Bernard Chertcoff,

Special Assistants to the Attorney General.

November. 1942.



APPENDIX

Revenue Act of 1936, c. 690, 49 Stat. 1648

:

Sec. 23. Deductions from gross income.
In computing net income there shall be al-

lowed as deductions

:

*****
(m) Depletion.—In the case of mines, oil and

gas wells, other natural deposits, and timber, a
reasonable allowance for depletion and for de-

preciation of improvements, according to the

peculiar conditions in each case ; such reasonable
allowance in all cases to be made under rules

and regulations to be prescribed by the
Commissioner, with the approval of the Secre-
tary. * * *

(n) Basis for Depreciation and Depletion.—
The basis upon which depletion, exhaustion,
wear and tear, and obsolescence are to be allowed
in respect of any property shall be as provided
in section 114.*****

Sec. 114, Basis for depreciation and deple-
tion.*****

(b) Basis for Depletion.—*****
(4) Percentage depletion for coal and metal

mines and sulplmr.—The allowance for deple-

tion under section 23 (m) shall be, in the case

of coal mines, 5 per centum, in the case of metal
mines, 15 per centum, and, in the case of sulphur
mines or dejjosits, 23 jjer centum, of the gross

income from the property during the taxable

year, excluding from such gross income an
amount equal to any rents or royalties paid or
incurred by the taxpayer in respect of the

(12)
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property. Such allowance shall not exceed 5Q
per centum of the net income of the taxpayer
(computed without allowance for depletion)

from the property. A taxpayer making his first

return under this title in respect of a property
shall state whether he elects to have the deple-

tion allowance for such property for the taxable

year for which the return is made computed
with or without regard to percentage depletion,

and the depletion allowance in respect of such
property for such year shall be computed ac-

cording to the election thus made. ^ * *

The corresponding provisions of the Revenue Act

of 1938 are identical.

Treasury Regulations 94, i)romulgated under the

Revenue Act of 1936:

Art. 23(m)-l. Depletion of mines, oil and
gas wells, other natural deposits, and timber;

depreciation of improvements.—Section 23 (m)
provides that there shall be allowed as a deduc-
tion in computing net income in the case of

mines, oil and gas wells, other natural deposits,

and timber, a reasonable allowance for depletion

and for depreciation of improvements. Section

114 prescribes the bases upon which deprecia-

tion and depletion are to be allowed.

Under these provisions of the Act the owner
of an interest in mineral deposits, mineral prop-
erties, or timber, whether freehold or leasehold,

is allowed annual depletion and depreciation

deductions which, in the aggregate, will return

to him the cost or other basis of such property
as provided in section 113, plus, in either case,

subsequent allowable capital additions (see arti-

cles 23(m)-15 and 23(m)-16) with the follow-

ing exceptions and qualifications

:

******
When used in these articles (23(m)-l to

23(m)-28) covering depletion and depreciation

—
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(&) A ''mineral property" is the mineral de-

posit, the development and plant necessary for
its extraction, and so much of the surface of the
land only as is necessary for purposes of mineral
extraction. The value of a mineral property is

the combined value of its component parts.

(c) A ''mineral deposit" refers to minerals
only, such as the ores only in the case of a mine,
to the oil only in the case of an oil well, and to

the gas only in the case of a gas well, and to the
oil and gas in the case of a well producing both
oil and gas. The cost of a mineral deposit is

that proportion of the total cost of the mineral
property which the value of the deposit bears
to the value of the property at the time of its

purchase,
* * * •3t *

The corresponding provisions of Treasury Regula-

tions 101, as originally promulgated under the Revenue
Act of 1938, are the same. T. D. 4960, 1940-1 Cum.
Bull. 38, 39, made the following amendments to Treas-

ury Regulations 101

:

Regulations 101 [Part 9, Title 26, Code of

Federal Regulations, 1939 Sup.], as made ap-
plicable to the Internal Revenue Code by Treas-
ury Decision 4885, appi'oved Februarv 11, 1939
[C. B. 1939-1 (Part 1), 396] [Part "465, Sub-
part B of such Title 26], in so far as they pre-

scribe rules relative to the allowance of deple-

tion and depreciation deductions under sections

23 (m) and 114 of the Internal Revenue Code,
are hereby amended as follows

:

(1) The second, third, and fourth paragraphs
of article 23(m)-l [section 9.23 (m)-l] are

amended to read as follows

:

Under such ])rovisi()ns, the owner of an eco-

nomic interest in mineral deposits or standing
timber is allowed annual depletion deductions.
An economic interest is possessed in every case

in which the taxpayer has acquired, by invest-



15

ment, any interest in mineral in place or stand-
ing timber and secures, by any form of legal

relationship, income derived from the severance
and sale of the mineral or timber, to which he
must look for a return of his capital. But a
person who has no capital investment in the

mineral deposit or standing timber does not
possess an economic interest merely because,

through a contractual relation to the owner, he
possesses a mere economic advantage derived
from production. Thus, an agreement between
the owner of an economic interest and another
entitling the latter to purchase the product upon
production or to share in the net income derived
from the interest of such owner does not convey
a depletable economic interest.

The adjusted basis of depreciable property is

returnable through annual depreciation decluc-

tions. Depreciation and depletion deductions
on the property of a corporation are allowed to

the corporation and not to its shareholders.
(But see article 115-6 [section 9.115-6].) The
principles governing the apportionment of de-
preciation in the case of property held by one
person for life with remainder to another person
and in the case of property held in trust are
also applicable to depletion. (See article 23(1)-
1 [section 9.23(1)-1].)

(2) The first sentence of article 23(m)-l(c)
[section 9.23(m)-l(c)] is amended to read as
follows

:

The term ^'mineral deposit" refers to miner-
als in place.

U. S. GOVERNMENT PRINTING OFFICE: 1942
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APPEARANCES

:

For Taxpayer:

E. J. MINER, C. P. A.

EDWARD E. MERGES

For Comm'r:

T. M. MATHER [1*]

United States Board of Tax Appeals

Docket No. 106666

APARTMENT OPERATORS ASSOCIATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION

The above named petitioner hereby petitions for

a redetermination of the deficiency as set forth by

the Commissioner of Internal Revenue in his no-

tice of deficiency, (IT;90D: JW, dated December 16,

1940), and as a basis of its proceedings alleges as

follows

:

1. The notice of deficiencj^ (a copy of which is

attached and marked Exhibit A), was mailed

to the petitioner December 16, 1940.

*Page numbering appearing at top of page of original certified

Transcript of Record.



Apartment Operators Association

2. The petitioner is a non-profitable corporation,

incorporated under the laws of the State of

Washington, with its office at 664 Empire

Building, Seattle, Washington. The tax re-

turn here involved was filed with the Collector

at Tacoma, Washington. The members of this

corporation are owners and operators of apart-

ment houses. Its purpose is that of securing

and disseminating information of mutual in-

terest among its members.

3. The taxes in controversy are Income Taxes for

the calendar year 1938, in the amount of

$107.49, and excess profits taxes in the amount

of $103.19.

4. The determination of tax set forth in the said

notice of deficienc}^ is based upon the follow-

ing error:

The petitioner is a non-j)rofitable corpora-

tion. There is no outstanding capital stock,

and no distributions are made to members.

Practically all of the income of the corpora-

tion is derived from assessments against mem-

bers of the organization. Any excess of in-

come over expenses is due entirely to those

assessments, which are voluntarily accepted by

the members. No profit inures to the benefit

of the members, or any one or more of them.

The corporation does not have a in*ofit. It

manufactures nothing; it buys nothing to soil,

and it sells nothing whereupon a profit could

be realized. The alleged profit mentioned in
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tlie notice of deficiency re^Dresents the excess

of contributions of members over expenses

which excess was used in the ensuing year's

expenses. [2]

Whereupon, the petitioner prays that this Board

may hear the proceeding, and find that there is no

tax liability in this case.

E. J. MINER, C. P. A.

Counsel for Petitioner.

Alaska Building,

Seattle, Wash.

(Duly verified.) [3]

EXHIBIT A
^

No. I2420-W SN-IT-3

TREASURY DEPARTMENT
INTERNAL REVENUE

SERVICE

Seattle, Washington

December 16, 1940.

Seattle Division

350 Federal Office Building

IT:90D: JW
Apartment Operators Association

664 Empire Building

Seattle, Washington

Sirs:

You are advised that the determination of your

income tax liability for the taxable year(s) ended
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December 31, 1938, discloses a deficiency of $107.49

and that the determination of your excess-profits tax

liability for the year(s) mentioned discloses a de-

ficiency of $103.19 as shown in the statement at-

tached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the

deficiencies mentioned.

Within 90 days (not countmg Sunday or a legal

holiday in the District of Columbia as the 90th day)

from the date of the mailing of this letter, you may
file a petition with the United States Board of Tax
Appeals for a redetermination of the deficiencies.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Internal Revenue Agent in Charge, Seattle,

Washington, for the attention of IT : 90D : JW. The

signing and filing of this form will expedite the

closing of your return (s) by permitting an early

assessment of the deficiencies, and will prevent the

accumulation of interest, since the interest period

terminates 30 days after filing the form, or on the

date assessment is made, whichever is earlier.

Respectfully,

GUY T. HELVERING,
Commissioner.

By GEO. C. EARLEY
Internal Revenue Agent in Charge.

Enclosures

:

Statement

Form of waiver.

JW-ah [4]
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STATEMENT
IT:90D: JW

Apartment Operators Association

664 Empire Building

Seattle, Washington

Tax Liability for the Taxable Year Ended De-

cember 31, 1938

:

Liability Assessed Deficiency

Income Tax $107.49 None $107.49

Excess-Profits Tax ....$103.19 None $103.19

In making this determination of your income and

excess-profits tax liability, careful consideration has

been given to the report of examination dated April

30, 1940; to your protest dated June 14, 1940; and

to the statements made at the conferences held Au-

gust 26, 1940 and December 3, 1940.

A copy of this letter and statement has been

mailed to your representative, Mr. E. J. Miner, Cen-

tral Building, Seattle, Washington, in accordance

with the authority contained in the power of at-

torney executed by you and on file with the Bureau.

It is held that you are not exempt from income

and excess-profits tax under any provision of the

Revenue Act of 1938.

ADJUSTMENTS TO NET INCOME

Net income as disclosed by return $941.09

Nontaxable income and additional deductions

:

(a) Depreciation 81.17

Net income adjusted $859.92



G Apartment Operators Association

EXPLANATION OF ADJUSTMENTS

(a) It is held that depreciation on your business

assets in the amount of $81.17 is allowable in the

computation of your taxable net income for the year

1938. The schedule of income and deductions accom-

panying your return did not contain any deduction

for depreciation. [^1

COMPUTATION OF TAX

EXCESS-PROFITS TAX COMPUTATION

Value of capital stock as declared in the capital stock

tax return for year ended June 30, 1938 None

Net income for excess-profits tax computation $ 859.92

Net income subject to excess-profits tax $ 859.92

Excess-profits tax assessable (12 per cent of $859.92)..$ 103.19

Excess-profits tax assessed:

Original, Account No. 866783 None

Deficiency of excess-profits tax $ 103.19

INCOME TAX COMPUTATION

Tax on Special Classes of Corporations

Net income for excess-profits computation $ 859.92

Less;

Excess-profits tax (cash basis) None

Net income $ 859.92

Special class net income $ 859.92

Corporations with Net Incomes of Not More

Than $25,000

Income Tax assessable; 121/2% of $859.92 $ 107.49

Income tax assessed:

Original, Account No. 866783 None

Deficiency of income tax $ 107.49

[Endorsed] : U.S.B.T.A. Filed March 17, 1941. [(^]
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[Title of Board and Cause.]

ANSWER

Comes Now the Commissioner of Internal Reve-

nue, by his attorne}^ J. P. Wenchel, Chief Counsel,

Bureau of Internal Revenue, and for answer to the

petition filed herein, admits, denies and alleges as

follows

:

1. Admits the allegations contained in paragraph

1 of the petition.

2. Denies that the petitioner is a non-profit cor-

poration, and alleges that petitioner is in a business

ordinarily carried on for profit. Admits that peti-

tioner was incorporated under the laws of the State

of Washington and has its office at 664 Empire

Building, Seattle, Washington. Admits that peti-

tioner filed its return with the Collector at Tacoma,

Washington. Admits that petitioner owns and op-

erates apartment houses. Denies the remaining al-

legations contained in paragraph 2 of the peti-

tion. [7]

3. Admits that the taxes in controvers}^ are in-

come and excess-profits taxes for the calendar year

1938, but denies the remaining allegations contained

in paragraph 3 of the petition.

4. Denies that the Commissioner erred as alleged

in paragraph 4 of the petition. Denies the allega-

tions of fact contained in said paragraph 4 of the

l^etition.

5. Denies generally and specifically each and

every material allegation contained in the petition,

not hereinbefore specifically admitted, qualified or

denied.



8 Apartment Operators Association

Wherefore, it is prayed that the petitioner's ap-

peal be denied and that the Commissioner's determi-

nation of deficiency be approved.

(Signed) J. P. WENCHEL,
BHN
Chief Counsel,

Bureau of Internal Revenue.

Of Counsel:

ALVA C. BAIRD,
Division Counsel.

B. H. NEBLETT,
Special Attorney,

Bureau of Internal Revenue.

Accepted for Defense Apr. 5, 1941.

BHN: mo 4/5/41.

[Endorsed] : U.S.B.T.A. Filed Apr. 14, 1941. [8]

TESTIMONY

[Title of Board and Cause.]

Federal Office Building,

Seattle, Washington,

September 8, 1941.

Met pursuant to notice.

Before: Hon. John M. Sternhagen.

Appearances: Edward E. Merges, Esq., 1012 Low-

man Building, Seattle, Washington, appearing for

the petitioner.



vs. Commr. of Int. Revenue 9

T. M. Mather, Esq., 1215 Smith Tower Building,

Seattle, Washington, appearing for the respond-

ent. [10]

PROCEEDINGS

The Court: Docket No. 106666, Apartment Op-

erators. Who appears for the petitioner?

Mr. Merges: My name is Edward Merges, if the

Court please. I would like to state to the Court

and counsel at this time that I have not been ad-

mitted to practice before the Board of Tax Ap'

peals. I wrote a letter to the clerk in Portland

telling him what the situation was, and I discussed

it with him this morning, and I iiave prepared an

application and will submit it immediately upon

the proceeding of this matter.

The Court : Have you read the rules ?

Mr. Merges: Yes, your Honor, I have.

The Court: Are you in all respects eligible for

admission to practice?

Mr. Merges: I am, your Honor.

The Court : I will recognize joii for the purpose

of this case with the understanding that you will

complete your application and admission promptly.

Mr. Merges: Thank you.

Mr. Mather: T. M. Mather, for the respondent.

The Court: Proceed.

STATEMENT OF CASE ON BEHALF OF
THE PETITIONER

Mr. Merges: If your Honor please, the issues
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of this case are quite simple. The only issue is

whether or not the [12] Apartment Operators As-

sociation of Seattle is subject to income and excess

profits tax for the year 1938.

The petitioner is a non-profit corporation formed

under the laws of the State of AVashington relat-

ing to non-profit corporations. There is no out-

standing capital stock, no distributions are made

to members of any kind, and practically all the in-

come of the corporation is derived from assessments

of members.

There is no profit enuring to the benefit of

any of the members.

The corporation manufactures nothing and does

not attempt to distribute any profits to its members.

The petitioner claimed exemption under Section

101 of the Income Tax Laws, Sub-Section 7, which

reads, "Business leagues, chambers of commerce,

real estate boards, or boards of trade not organized

for profit, and no part of the net earning of which

enures to the benefit of any private shareholder or

individual."

The purpose of our case, if your Honor please,

principally, is to present to the Court a picture

of just what the Apartment Operators Associa-

tion is.

The Court: What do you claim to be within

the language that you read there?

Mr. Merges: We claim to be, your Honor,

first

The Court: A business league? [13]
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Mr. Merges: Yes. I think that is really our

whole case, your Honor.

Mr. Mather: If your Honor please, this ap-

peal involves the deficiency of $107.49 income tax,

and $103.19 excess profits tax for the year 1938.

The only question is the question of whether or

not the petition should be exempt.

The Court: Did the petitioner claim exemption

originally and pay no taxf

Mr. Mather: If your Honor please, no return

was filed by the petitioner. Then, when the re-

turn was due, later, a return was filed in which

they claimed exemption. They reported no in-

come. It is the position of the respondent that

the petitioner is engaged in business, and in the

type of business normally carried on for profit.

I think the e^ddence will show that it bought

and sold merchandise at a profit; that it published

a journal and accepted advertising in that publica-

tion.

Now, those are operations that are normally car-

ried on at a profit. They claim a deficiency on that

basis.

The Court: Make your case, Mr. Merges.

Mr. Merges: Mr. Williams, will you take the

stand, please?

HARRY T. WILLIAMS

a witness on behalf of the Petitioner was duly

sworn and testified as follows: [14]
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(Testimony of Harry T. Williams.)

Direct Examination

Q. (By Mr. Merges) : AVill you state your name

to the Court, please?

A. Harry T. Williams.

Q. Will you state your official capacity with ref-

erence to the Apartment Owners' Association?

A. Executive Secretary and Treasurer.

Q. And how long, Mr. Williams, have you been

so engaged?

A. During the past sixteen years, or seventeen

years.

Q. Are you familiar with the business carried

on by the association? A. Yes.

Q. Are you familiar with the corporate setup?

A. Yes; I am one of the incorporators.

Q. Will you tell me when the Apartment Own-

ers Association was incorporated?

A. December 3, 1937, I think it was.

Q. And was it incorporated, Mr. Williams, under

Section 3888 and subsequent sections of Reming-

ton's Revised Statutes relating to corporations not

formed for a profit?

A. It was a non-profit organization.

Q. Will you tell me, Mr. Williams, the objects

and purposes of this corporation?

A. The usual objects and purposes of any trade

association is to gather and disseminate informa-

tion of benefit to its [15] members in tlie operation

and conduct of their business, to promote uniform

business motliods, and in general, to do everytliing
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possible to promote the best interest and welfare

of the members in so far as the particular busi-

ness of theirs might be applicable to the associa-

tion's business, which was a profit operation.

Q. Are there any certificates of stock issued to

members ? A. None.

Q. Are any dividends paid to members?

A. None.

Q. Just what benefit do the members of the

association derive from it, Mr. Williams?

A. The receipt of information affecting their

business gathered from all parts of the nation, the

exchange of experiences, good and bad, in order that

they might adjust their own business to derive the

greatest possible benefits from their ini^estments.

Q. Could you, in order to make this matter

—

that is, the functions of the association entirely

clear to the Court, give us a few examples of

what the association does for its members?

A. Well, it conducts, amongst oj:her things, a

tenant reporting system in which the operators re-

port to the association their experiences with the

tenants, which are filed in the office, who have

space in apartment buildings and who have access

to them. [16]

Q. What was the last of that, please?

A. Which are filed in the office, and to which

they have access.

Q. And what is the purpose of that?

A. In respect to prospective tenants that might

apply for space in their buildings. That is to pro-
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tect the industry, of course, against destructive or

non-pay tenants.

Q. What is the information that you dissemi-

nate ?

A. The legislative, general information, general

business information, especially that which spe-

cifically applies to apartment houses, legislative

trends, the eifect of legislation upon the business,

and guidance and counsel to keep them in line

with legislation. In other words, to do everything

jjossible to promote their common welfare in the

business.

Q. Is it true that if a tenant or, rather, if a

member, owner, or operator, has some difficulty

with some tenant or some problem in the operation

of his apartment, that he is privileged to and fre-

quentl}^ does consult the association?

A. That is right. Any problem that would

arise in their business, the}^ can take it up with

the association for the purpose of having avail-

able the accumulative experiences of the associa-

tion in problems of like nature.

Q. Do any of the members of the association

receive any dividends in any form whatsoever?

A. None. [17]

Q. I believe something was said in counsel's

opening statement regarding the selling of goods

or certain items of personal property. Would
you describe to the Court just what the associa-

tion does ill that line?

A. Well, we liave, for instance, printers' sup-
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plies for our members, forms peculiar to apart-

ment operation, the majority of which are not

available. The only way you could get them,

you would, have to have some printer make them

up for you and, of course, the individual member

having it done, the cost would be too great; so

through their association, they collectively order

a large quantity at once. The forms are designed

by the association for the specific application in

this locality. For instance, our receipt books

differ from the common receipt book bought in a

store, you could not buy one like it; you would

have to have it printed. We prepare those forms,

and they are broken down to -approximately cost

and sold to the membership. Naturally, we have to

preserve a margin for set losse, and so forth.

Q. Could you name some article of personal

property that is sold by the association to its mem-

bers or, rather, purchased by the association for

its members?

A. Well, that is practically the bulk of our

printed forms; it is about the bulk of what we

call our purchase and supply department.

Q. It is your testimony, then, Mr. Williams,

that the Apart- [18] ment Operators Association

acts as a sort of a purchasing agent for its mem-

bers with regard to certain articles relating to the

operation of apartment houses?

A. That is correct.

Q. And does the association make any

A. (Interposing) : May I amplify that?
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Q. Surely.

A. As a matter of fact, a member will call us in

respect to some i)eculiar need of his It is a part

of our function to find out for him where the ar-

ticle can be obtained, and it is a part of our func-

tion to see whether we can obtain it for him at

a lower cost.

Q. Does the association make any profit from

the sale of these articles?

A. No. The price is broken down as close to

cost as we dare go and, in establishing the cost,

of course, it is the actual purchase cost—the unit

cost of the bulk purchase. In other words, there

is no overhead; there is no overloading of the

proper charges that would go in an ordinary re-

tail business. For instance, no jDortion of the

rent or the wages of employees. The other ex-

penses of the association, that is all paid out of

dues. In other words, it is a peculiar incidental

service to the members.

Q. Does the association make any profit in any

other way?

A. It did pu])lish a journal, and that was discon-

tinued, with [19] a great deal of pleasure on my
part, and as soon as we found that that was, or

might bo the subject of income tax. That was

not only an expense, but a headache to us.

Q. What was the purpose in i^ublishing the

journal?

A. Foi' tli<' purpose of gathering and dissemi-

nating among our membership the information that
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was gathered from the four corners of the nation

affecting the apartment business.

The Court: When was that published?

The Witness: It was published monthly in the

form of apartment

The Court: I mean at what time did you pub-

lish it and at what time did you stop it?

The Witness: It was being published—we had

one on and off during the entire life of the asso-

ciation. It was a voluntary association up until

1937, and it was incorporated. It was published

during this year in question here in 1938, with

the exception of two months, I believe, in that

year. We used to skip months ^rom time to time.

The Court: When did you stop publishing it?

The Witness: After we found there might be a

question as to

The Court: When was that?

The Witness: That was in 1939.

Q. (By Mr. Merges) : That was after the year

1938?

A. Yes, that was after the year 1938. [20]

Q. What was the contents of this journal, prin-

cipally ?

A. Purely—Well, for instance, there was legal

comment—comment on legal cases affecting apart-

ment operations—legislative comment on legislation

affecting it. Then there were technical articles on

apartment operation gathered from other apart-

ment publications in the nation.

Q. And did you find it a more efficient way,
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and a cheaper way, of disseminating this infor-

mation to your members than by letter or pam-

phlet?

A. Naturally, because in one issue, in general,

we might cover twenty or thirty subjects which

w^ould require rather numerous correspondence.

The postage and the cost of disseminating infor-

mation that way would have been prohibitive; so

by the expedient of firms who were supplying apart-

ment houses,- advertising in the journal. That, of

course, bore a portion of the expense. The jour-

nal, in our books, of course, no attemj^t was made

to break down the overhead. Until this matter

came up, we had never done it, and then we found

that, of course, we were operating both the journal

and the supply department under a heavj^ loss.

The only gain that we could possibly have in the

association was through dues.

Q. Did the journal ever make a profit in its

history?

A. A paper profit, yes. That is, in other words,

the incouK.' was greater than the outgo for the jour-

nal alone; but there was no remuneration for the

services of the editor and the rent, [21] and so

forth, and so on. It could not possibly be pub-

lished except as an incidental service to the mem-
I'ors through the trade association.

(^. What was done with the jDrofit or sur})his

of the association, if any?

A. Well, the substance of the association, which

is the ideal, of course, of any trade association

—
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it is the ideal of any trade secretary, of course, to

have a cushion for twelve months' operation if

he possibly can, in case of adverse circumstances.

We have never been able to do better than three

or four months. The surj^lus practically amounts

to the cost of three to four months' operation. We
have never been able to get it any higher.

Q. Showing you this document, Mr. Williams,

will you tell me what that is?

A. That is the copy of the Articles of Incorpo-

ration of the Apartment Operators Association.

Q. That is an exact copy of the original Ar-

ticles of Incorporation, is it? A. It is.

Q. And the By-Laws attached to it, are they

exact copies of the By-Laws of the corporation?

A. They are.

The Court: They were the ones that were in

effect during the year 1938, were they? [22]

The Witness : Yes, sir.

Q. (By Mr. Merges) : These Articles of Incor-

poration, do they bear the date of 1937 ?

A. Yes, December 3, I think is the exact date.

They—that was prior—Well, prior to that we were

a volunteer organization.

Q. You were, in 1938, operating under this cor-

porate setup? A. That is right.

Q. And you still are ? A. We still are.

Mr. Merges: I will offer this in evidence.

Mr. Mather: No objection.

(The document, heretofore marked for identi-
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fication as Petitioner's Exhibit 1 was received

in evidence.)

[Petitioner's Exhibit No. 1 is set out at page

48 of this printed record.]

Q. (By Mr. Merges) : Mr. Williams, is there any-

thing that you might like to add in order to inform

the Court as to just what the association is ?

Mr. Mather: I will object to that question.

The Court: I will sustain the objection.

Mr. Merges: I think that is all. You may in-

quire.

Cross-Examination

Q. (By Mr. Mather) Do I understand, Mr. Wil-

liams, your testimony is that the only merchandise

the corporation sold in 1938 was receipt books'?

A. Oh, no. No, they had a blanket contract for

electric light [23] globes, for instance. They had

a blanket contract with the Seattle Hardware Com-
pany—that is, a blanket contract covering its mem-
ber uses. The members, then, would draw upon that

stock. That price was broken down—to be exact,

during 1938, that price was broken down to—oh,

it was approximately 30% below—the association re-

ceived 36%, and the members received 32—a dis-

count of 32.

Q. What was the extent of the sales which you

made in 1938?

A. May I refresh my memory here (witness re-

ferring to a paper) ? You have it in the other l)ook.
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Mr. Merges. Do you want it for the full year or

monthly ?

Mr. Merges: The full year—your sales for the

full year.

The Witness: The full sale of supplies was

$733.33.

Q. (By Mr. Mather) For the year 1938?

A. Yes, for the year 1938.

Q. Will you give me that figure again 1

A. $733.33.

Q. That was all the merchandise that the cor-

poration sold?

A. That was everything in the nature of sup-

plies.

Q. And how much did they receive from adver-

tising in the journal in 1938? A. $2,519.09.

Q. Now, the corporation did file an income tax

return in 1938, did it not? [24] A. Yes, sir.

Q. And attached to that return were certain

schedules. That return has sales of merchandise of

how much? A. $1,352.08.

Q. Is that correct?

A. I beg your pardon. Looking here at cash

sales of supplies, accounts receivable, $618.75. That

was my error. That makes the total here.

The Court: Now wait a minute. That doesn't

mean anything in the record. You have got to dis-

tinguish between when you are talking about what

the return shows and what you have before you.

The Witness: Well, that was my error. The

figure that I gave was the cash sales of supplies.
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The Court: On the books, do you mean?

The Witness: Yes. Now, under receivable, you

find $618.75 which, of course, makes up the differ-

ence here.

Q. (By Mr. Mather) All right. Now, what were

the gross sales of the corporation for the year 1938 ?

A. $1352.08.

Q. And those sales in 1938 were made to whom?
A. Members of the Association.

Q. And other than receipt books, what sort of

merchandise was sold?

A. Electric light globes. [25]

Q. An3i:hing else?

A. There might have been in that year some

items, for instance, some electrical equipment or-

dered, and in that case there is no reflection here at

all. It would be paid for by the members at cost.

It was only when the supplies were handled through

the office that there was any breakdown at aU

through the year.

The Court : Now, do you know, in fact, there was

something else?

The Witness: Oh, yes, I do. I do know that

there were quite considerable items, but no charge

went through the association books on it. It wasn't

even on our—we just ordered it and delivered to the

mem])ers, and the members would make their own

payments.

Q. (By Mr. Mather) You bought the merchan-

dise, did you not?
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A. This merchandise, yes.

Q. You bought the merchandise, the total sales

of which in the year 1938 represented $1352.08?

A. Yes, sir.

Q. You bought that from wholesale houses, did

you not? A. Yes.

Q. And you sold that merchandise to your mem-

bers % A. Yes.

Q. And the members paid you for it?

A. Yes. [26]

Q. And that is what this $1352.08 represents, is

it not ? A. That is right.

Q. Now, what was the nature of the advertising

that you published in your journal?

A. The nature of the advertising?

Q. Yes.

A. Do you mean in connection with the sup-

plies ?

Q. No, in connection with the journal.

A. Oh. It would be the advertising from firms.

For instance, it might be the telephone company, the

City Light, the Puget Sound Power & Light,

furniture firms, or people that dealt with apartment

houses.

Q. The journal solicited that advertising from

these people, did it? A. Yes.

Q. And the journal, as I understand it, has been

published continuously up until 1939 ?

A. Not continuously.

Q. Well, when did they
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A. (Interposing) Spasmodically. Sometimes it

would run for—whenever the journal advertising re-

ceipts were not sufficient in volume, they would just

take the bull by the horns and suspend publication

until they did get sufficient advertising to justify

publishing it.

Mr. Mather : That is all. [27]

Redirect Examination

Q. (By Mr. Merges) Can you tell us, Mr. Wil-

liams, the amount of your purchases in 1938 that

were sold to tenants? A. $977.07.

Q. And there is, of course a differential between

that and the amount that you received from the

tenants for it? A. Yes.

The Court: I wasn't sure whether I understood

you correctly, but I think you said "tenants" in

both instances. Now, just what did you mean?

Mr. Merges : I mean members of the association.

I beg your pardon, your Honor . I ask the clerk,

or, rather, the reporter, to make the change. I am
so used to talking about tenants in this organiza-

tion that I don't seem to get over it.

Q. (By Mr. Merges) Will you now tell the Court

what was done with this differential ?

A. It went into the general income ; it went into

the general fund of the association.

Q. And has any of this general fund ever been

distributed to anyone? A. No, sir.

Q. What do you intend to do with this general

fund ? I take it you have some surjDlus there.
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Mr. Mather : That is objected to as irrelevant and

immaterial. [28]

The Court: Sustained.

Q. (By Mr. Merges) What have you done with

the general fund to date ?

A. We have used it for association activities

—

for association expenses.

The Court : Such as what f

The Witness: We maintain from the headquar-

ters—we hire help. We have never had sufficient

help yet. We try to expand as rapidly as we can

—

that is, we are looking ahead for the future.

Q. (By Mr. Merges) Where are your headquar-

ters, Mr. Williams?

A. In the Empire Building. 664 Empire Build-

ing.

Q. And how many offices do you have there?

A. Four.

Q. Four rooms'? A. Four rooms.

Q. And you have items of office equipment such

as a tyjDewriter, and so on ?

A. Oh, yes. As a matter of fact, the majority

of our printed forms, we make ourselves on a dup-

licator. We make these forms, remember, under the

instructions of the members. We are not in any

sense of the word—we only make the forms that the

members, by their voting in the association, signify

that we should make for them.

The Court: Do you mean to say that this fund,

in whicli [29] you put these differentials, as you

call them,
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The Witness (Interrupting) : To our general

fund.

The Court: You understand that that general

fund is used for the payment of the ordinary ex-

penses of the organization, such as salary, furniture,

and fixtures, equipment, and that sort of thing?

The Witness : Yes, sir.

Q. (By Mr. Merges) And you draw a salary as

Executive Secretary, do you? A. Surely, I do.

Q. And you have a stenographer and bookkeeper,

do you? A. And a field man.

Q. And a field man? A. Yes.

Q. And all those

A. (Interposing) There are three permanent

employees.

Q. And they are all paid out of this

A. (Interposing) All paid out of

The Court: Now, wait just a minute. I am going

to tell you now not to do that any more. Read that

question, Mr. Reporter, and let the question be

finished.

(Whereupon, the reporter read as follows:)

"Question: And they are all paid out of

this
"

Q. (By Mr. Merges) They are all paid out of

this surplus fund?

A. Yes. I can't answer it withcnit— it is not the

surplus [30] fund, it is the general fund. It is the

general, active fund of the association; there is no

special fund.
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The Court: Is that what you call a fund any

different from the moneys that you get from dues?

The Witness : No ; it is all together ; the dues. It

all goes in—we just have one fund—general income.

Q. (By Mr. Merges) Do you mean to state that

your dues, the receipts from the sale of these items

of personal property and the receipts from the

journal have all gone into one general fund?

A. That is right.

Q. And that fund is used to pay the expenses of

the office and the salaries of the employees of the

association? A. That is right.

The Court: It is accumulating? It is getting

larger ?

The Witness : Right now it is stationary. It just

so happened in 1938 we had just incorporated and

came under a labor agreement, which accounted for

a step-up in our membership—that is the people who

would prefer to handle their labor relations through

the association than as individuals. That accounted

for a rather marked pick-up in membership. Prior

to that, if we had two or three hundred dollars of

a balance, we were lucky. Since that time, though,

the membership has greatly enlarged, and we run

now slightly better than $2,000 of a balance. [31]

The Court : Do you mean there are $2,000 at the

end of the year in excess of the amount that you

have needed to pay expenses?

The Witness: Yes. At the end of each month

or at the end of the year.
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The Court: And has that amount l)een expand-

ing? Has that surplus been expanding or not?

The Witness: It has remained fairly stationary.

During 1938, it did expand.

The Court: And had it expanded before that

time?

The Witness : It has gone up and down. In the

time of trouble, for instance, such as during the de-

pression, why, our membershixD, of course, was de-

cimated.

The Court : You had $2,000 in 1938 ?

The Witness : No. No, in 1938 we had $1565.

The Court: And how did that compare with

earlier years?

The Witness: Earlier years?

The Court: Yes.

The Witness: I have right before me here tho

—No, I would have to look at the

The Court: Generally speaking, was the $1500

larger than the year before?

The Witness : Yes, much larger.

The Court: Was that larger than the year be-

fore that?

The Witness: That was much—yes, it gradually

grew [32] up as we came out of the depression.

The Court: From 1929 on?

The Witness: In 1929 we were about at our

maximum then. Tliat was about our high spot prior

to this incorporation in 1937, and then we had—I am
speaking from memory now, of course. I would
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have to check on figures, but it would be usually two

or three hundred dollars of a balance. If it was

any more than that we would

The Court: But the balance has improved each

year, so that each year at the end, you turned a

larger balance in the next year than you had before ?

The Witness: And in 1938 the balance had

grown

The Court: The balance had grown to be about

$1500, and that, in turn, grew to be about $2,000,

where it is now?

The Witness : Yes, that is about stationary now.

It has about reached our peak.

The Court : And how long has it been stationary?

The Witness: We have, however,—after we dis-

continued the journal, it was necessary to increase

dues, and the dues were increased by practically

double.

The Court: That is in 1939?

The Witness : Since 1938, your Honor ; and that

two thousand dollars now is just stationary, but it

is under a greatly increased dues, because our mail-

ing—of course, after we discontinued the journal,

there was a great deal more postage and many more

[33] letters to be sent out to cover the subject. We
couldn't use the journal.

Q. (By Mr. Merger) What is the policy of the

association with reference to this surplus? Is it to

allow it to grow and grow and grow ?

A. No. As I said, the ideal, of course, is to have
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a cushion which will cover one year's operation, if

you can ever obtain that. That is the goal of every

trade association secretary. It is like a great many
ideals, which is seldom attained.

Q. (By Mr. Mather) You have a cushion now
to cover about how long? How long now could you

operate under your present surplus?

A. Under our present surplus?

Q. Yes. A. Not to exceed four months.

Mr. Mather: That is all.

Mr. Merges: That is all.

The Court: Stand aside.

(Witness excused.)

Mr. Merges: Call Mr. Miner.

J. MINER

a witness on behalf of the Petitioner was duly sworn

and testified as follows:

Direct Examination

Q. (By Mr. Merges) Will you state your name
to the Court, [34] please?

A. J. Miner.

Q. What is your profession, Mr. Miner?

A. I am a pu))lic accountant.

Q. And what connection in tliat rcuard do you

have with the Apartment Operators Association?

A. I have been an auditor of the books of that

association for a number of years.

Q. And did you prepare a re])ort and audit
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in 1938 of the Apartment Operators Association?

A. Yes, sir.

Q. Is this report prepared by you"?

A. Yes, sir.

Q. Was this taken from the original books and

records of the association, made in the regular

course of business? A. It was.

Mr. Merges: I will offer this in evidence.

Mr. Mather: It is objected to as not the best

evidence ; not within any of the issues in the plead-

ings. There is no question raised with respect

to the income of this organization. The only error

that is alleged is that the organization is exempt.

Mr. Merges: I would like to stow, your Honor,

just exactly what the financial setup of this or-

ganization is. The amounts that have been ex-

pended for various things and the [35] surplus

and the expenses of the organization. There is

some contention that, for example, that this jour-

nal has made a profit; that is, that it is operated

for profit, which shows that there was a loss on

the journal alone of $899.

The Court: Well, the present objection is that

this is not the best evidence, which means that

the books from which this was taken are the best

evidence.

Mr. Merges: I have the original books, if the

Court please, and I can introduce them. How-

ever, the original books—the witness testified that

this was taken from the original books, and the
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original books would be rather long for the Court

or anyone else to go through; but I have them in

court, and I can introduce them. This is merely

a short cut.

The Court: The purpose for which it is intro-

duced or offered, Mr. Mather, if you want to, you

may cross-examine the witness to see whether it

should be received. I don't think it is necessary

for us to exclude it because it isn't the best evi-

dence, as long as the books are in the court room.

Mr. Mather: The second part of my objection,

if your Honor please, is that it is not in any of

the issues raised in any of the pleadings in this

case.

The Court: I think the question of exemption,

under the statute, as to whether any of the—as

to whether there are any of the profits paid to

any individual—any private [36] individual, justi-

fies the introduction of evidence as to the finances

of the year, in so far as those finances can be

properly proven. Now, if you insist u])on the

books themselves, I should think you wcMild prol)-

ably have the right to have them; Init this might

be an easier way to get at them, and let you ex-

amine the auditor's report before we exclude them.

Mr. Mather: Very well. I would like to see it.

Q. (By Mr. Mather) ^Nlr. Miner, Exhiliit 2 of

this document has cash disbursed for the year

1938. Are tliose figures taken from the books for

the year 1938? A. Yes, sir.
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Q. Did you have anything to do with the prep-

aration of the return for the year 1938?

A. Yes, our office did.

Q. Will you tell me what the difference is be-

tween the expenditures shown in the return and

the expenditures shown in your audit report?

A. Yes, sir.

Q. What is that difference?

A. The audit report is a statement of cash

—

actual cash disbursements, including all items of

cash disbursed. The statement to which you re-

fer

The Court: In the return?

The Witness: In the return, Is an analysis of

the general expenses to be allocated to the de-

partments of the [37] operation.

Q. (By Mr. Mather) Is that taken from the

books, too?

A. Yes; it was taken from the books. That is

a statement of the expenses to be allocated to the

departments. It is a complete exhibit of the cash

disbursements.

The Court: Why shouldn't the sum of one be

equal to the sum of the other?

The Witness: If you take all of the expenses,

they would ; but that is only a part of the expenses

to be distributed to the various departments. Some

of those were returned direct.

The Court: Well, I don't understand what that

means. What disbursements are there that are not

chargeable to any department?
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The Witness: For one thing, the purchase of

supplies for resale. The actual disbursements for

that was $977.07; that is not the expense of any

departmental expenses.

The Court: So that would not be shown on the

schedule appended to the return?

The Witness: That is right.

Q. (By Mr. Mather) Is that the only item?

A. Well, I don't believe that this item of the

expense for printing the journal, $1374.20. That

was covered, to a large extent, through advertising,

and that was not a departmental expense of the

association. [38]

Q. And that is included in your expenditures?

A. Yes, sir.

The Court: But not on the schedule appended

to the return?

The Witness: No, sir; not as an expense to the

departments.

Q. (By :\Ir. Mather) Well, now, the .schedule

attached to the return shows net income for the

year ended December 31, 1938, of $941.09. Is that

net income as it appears on your books of the com-

pany for the year 1938?

A. The 1938 audit report.

Q. Now, if you don't understand the question,

I will reframe it; but the question was Will

you read it, Mr. Reporter?

(The question referred to was read by the

reporter.)
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A. No.

Q. The books don't show that net income of

$941.09? A. No, sir.

Q. Do you know where the figure came from,

$941.09? A. Not ofe-hand.

Q. Did you have anything to do with the prep-

aration of that return?

A. Not this return, no.

Q. What return did you have something to do

with? A. This one—this audit report.

The Court: You answered the question before

as to the [39] return, and by the return, I mean

the return, and I don't mean report. You said

when you were asked whether you prepared the

return, you said, "Our office helped to prepare that

return." Now, am I to understand that you, or

your office, did not help prepare that?

The Witness: Someone in our office did, your

Honor; but I did not, and I cannot answer that

question about this return.

Q. (By Mr. Mather) You don't know where

the $941.09 does come from; is that right?

A. No, not exactly; but I know what this state-

ment shows.

Mr. Merges: And by, "this statement" you mean

the statement of income and disbursements?

The Witness: Yes, sir.

Mr. Mather: That is all.

The Court : What about the offer of the audit

report? That is what this examination was con-

ducted about. Do you object to it?
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Mr. Mather: Well, I won't press my objection

with respect to it being the best evidence. I will

object to it for the other reasons that I have stated.

The Court: I will overrule the objection. Re-

ceived.

(The document referred to was marked Peti-

tioner's Exhibit No. 2 and received in evi-

dence.)

[Petitioner's Exhibit No. 2 is set out at

page 78 of this printed record.]

Q. (By Mr. Merges) Can you tell me, Mr.

Miner, from this [40] report, the net profit, if any,

for the year 1938*? A. Yes, sir.

Mr. Mather: We object to that, your Honor,

as calling for a conclusion of the witness.

The Witness: Now, there are a lot of elements

that go into profit.

The Court: The report is in evidence. Why
is it necessary to have the witness read what is on

the report?

Mr. Merges : I will withdraw the question.

(The witness figuring on the paper.)

The Court: Now, don't do any fioiiring on that

paper.

The Witness: Yes, sir. 1 will erase it.

The Court: You had better erase it.

(The witness doing as requested.)

Q. (By Mr. Merges) As far as you know, that

report presents a picture of the income and dis-
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bursements of the Operators Association during

the year 1938, Mr. Miner?

Mr. Mather: That is objected to as leading.

The Court : Overruled.

Mr. Merges : Will you read the question, please ?

(The question referred to was read by the

reporter.

)

A. This presents a full analysis of the cash

receipts and the cash disbursements from the be-

ginning, balance of cash on hand and the net earn-

ings—cash on hand.

Q. Have you, in your experience as auditor

for the association [41] ever heard of their dis-

tributing any benefits or dividends to their members

out of the profits of the

Mr. Mather: That is objected to as irrelevant

and immaterial and hearsay.

The Court: Sustained.

Mr. Merges: I think that will be all.

The Court : Is there anything further from this

witness ?

Mr. Mather: No cross-examination.

The Court: That is all.

(Witness excused.)

Mr. Merges: Call Donald C. Haas.



38 Apartment Operators Association

DONALD C. HAAS,

a witness on behalf of the Petitioner, was duly

sworn and testified as follows:

Direct Examination

Q. (By Mr. Merges) Will you state your name

for the record, please? A. Donald C. Haas.

Q. What is your connection with the Apart-

ment Operators Association, if any, Mr. Haas?

A. I am xjresident of the organization.

Q. Do you receive a salary for your work as

president? A. I do not.

Q. Who assists you in the management of the

cor]3oration ; that is, is there a Board of Trus-

tees? [42]

A. There is a Board of Trustees, yes.

Q. What is their function? How often do they

meet?

A. They meet regularly once a month for the

purpose of auditing the bills and managing the

aasociation ; and they also meet on special call

whenever necessary.

Q. And what persons does this Board of Trus-

tees consist of?

A. Members of the organization.

Q. Do they receive any salary for their services?

A. They do not.

Q. Were you familiar with the affairs of the

association in 1938?

A. Yes; I was a trustee then.

Q. As trustee, did you have occasion to ex-
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amine the books, and were you acquainted with

the disbursements made by the association?

A. Yes.

Q. Was there any distribution of profits, or

benefits, to members? A. There was not.

Q. Is the association operating now in substan-

tially the same fashion that it did in 1938?

A. It is.

Q. You heard the testimony of Mr. Williams?

A. I did.

Q. Is it true and correct, as far as you

know? [43] A. It is.

Mr. Mather: Now, if your Honor please, I ob-

ject to that question for the reason that I don't

know what part of this testimony is being re-

ferred to.

Mr. Merges: His entire testimony.

Mr. Mather: I beg your pardon.

Mr. Merges : I am merely trying to shorten this

up. I could go through all those things if you

like, coimsel. I would be very glad to, but I am
merely trying to shorten the hearing. If you would

like me to ask him the questions that I asked

Mr. Williams, or further details of the operation

of the association, I would be very pleased to do so.

Mr. Mather: You will have to judge for your-

self, counsel.

Q. (By Mr. Merges) What would you say,

from your experience and knowledge of the asso-

ciation, Mr. Haas, is the purpose of it?
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A. The purpose of the Apartment Oi^erators

Association is to assist the individual apartment

owners and lessees in the better conduct of their

business and to make a more successful apartment

operation in the city as a group, and to protect

the individual apartment owner when necessary;

also to give an opportunity for the different mem-
bers to meet together and discuss their mutual

problems, and to work out solutions to them and to

advise the membership of tenants, [44] on request

by the individual members, who have defrauded

or refused to pay, or caused damage to other mem-
bers in their buildings, and work of that kind;

to act as a ])uffer between the union and them-

selves in cases of labor arbitration matters.

Q. Incidentally, Mr. Haas, one of the principal

functions of your association is to represent in-

dependent operators in negotiations with the labor

union; is that not right?

A. That is right.

Q. And you negotiated your first agreement in

what year? A. 1937.

Q. In June?

A. I believe it was in June, yes.

Q. And do you have meetings with representa-

tives of the labor unions? A. We do.

Q. And would you describe to the Court just

what takes place at those meetings, and how fre-

quently they are held, and the purpose of them?

A. We just completed one meeting—one series
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of meetings that took place—they started in May
and just completed here a week ago, in which the

contract between us and the Building Service Em-
ployees Union was adjusted and modified to take

care of the increased cost of living, and certain

other matters that have come up that the union

didn't feel were being held in a proper manner,

and we adjusted them by [45] having meetings

regularly with a committee from the union; that

is one of the operations. Also, if any individual

member, or any member of the union, have a mis-

understanding, we have a special committee that

handles that difficulty, and it is of very great

service to the members.

Q. Do you have a special room in your office

for such things as that—and by your office, I mean

the association office? A. We do.

Q. And how are controversies handled there be-

tween individual members and the union?

A. The individual member is privileged to come

to the room. We have a speciaJ room for that ; and

the secretary of the association represents the asso-

ciation, the union represented by the business agent,

and the union member is represented by the busi-

ness agent for the Apartment House Division. The

case is heard, on both sides, and if the chief busi-

ness agent of the union and the secretary of the

association can reach a decision on which they are

mutually agreed, that settles the case then and

there. Their decision is final. But, if they dis-



42 Apartment Operators Association

(Testimony of Donald C. Haas.)

agree, it goes to a larger conunittee, composed of

three members of the union and three members

of the association, and they meet and iDick an out-

side individual to make the seventh member, to

settle any question that goes beyond the control of

the secretary and the chief business agent of the

union. Does that answer your question? [46]

Q. Ye.=. Is any charge made to the individual

members for this service ?

A. There is no charge.

Q. Have you been able to avoid any picketing

or strikes, hj these conferences'?

A. Only in cases—there has only been picketing

in cases v^^hen the individual owner would not abide

by the decision mutually agreed to between the sec-

retary of the association and the chief business

agent of the union. That is, members of the Apart-

ment Association. There has been outside picketing

of non-members.

Q. And just how does the associatiou manage the

sale of these articles of personal property that we
have been talking about, such as rental agreements,

and slips, and forms of various kinds ?

A. Rental agreements are printed by the associa-

tion for the members. We have a little machine in

the office that does that. We are" able to do that for

the members much more reasonably than the mem-
bers could have the forms printed themselves in

small bunches outside. Wo have a plate made, and
they are printed just n1 tlic cost of tbc \])artment
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Association to print them. It is purely a service to

members. There is no profit or anything like that

made on them. Does that answer your question?

Q. It does. And, what about the journal? [47]

A. The journal was operated on this basis : When
this organization was started, we felt we should

have some way of getting information to our mem-

bers, and we couldn't aiford to write them all letters

about every little matter that came up, and there

were numerous things that came to the organization

;

so we conceived upon the idea of putting out a small

publication with enough advertising to pay the cost

of its operation, and in order to save mailing out

letters, the idea of the journal was brought forth,

and it was operated on that basis entirely. It was

just as a means of disseminating information.

Q. And the membership determines the amount

of dues, does it not?

A. Yes, it does. Of course, the larger the mem-

bership, the more the dues.

Q. Now, you don't understand my question. I

mean the amount of the dues payable by the mem-

bers are set and determined by the membership of

the association?

A. Oh, absolutely. The amount can be changed

whenever—at the will of the organization—the in-

dividual members of the organization at any regular

meeting. It can be brought up, and I believe it has

to go through two or three meetings before it can

be finally passed— before it can be definitely

changed.
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Q. And is it the policy of the association to keep

these dues [-18] just large enough to provide a com-

forta1)le surpkis to take care of any emergency "?

Mr. Mather: That is objected to as leading, if

your Honor please. I don't think there is any oc-

casion to lead this witness.

The Court : I think that is true.

Mr. Merges : May I ask to reframe the question,

your Honor?

The Court : Yes.

Q. (By Mr. Merges) What is the policy of the

association with regard to determining the amount

of dues payable by the members?

A. The dues paid by the individual members are

large enough to take care of the operating expenses

of the organization, plus a small surplus which is

built up slowly for any emergency. We suffered

greatly during the depression; so we have a little

surplus now that would carry us on for a few months

if some major crisis should come up; Imt there is

no surplus intended to accumulate; just enough to

keep the association going.

Mr. Merges: I think that is all.

Cross-Examination

Q. (By Mr. Mather) How long have you been

president of the association?

A. Well, let's see. I was president in 1935 and,

let's see; [49] in 1940 and 1941.

Q. Were you not president in 1938?

A. Xn, T was lint ])vesident in 1938.
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Q. Are you familiar witli the by-laws of tlie or-

ganization? A. I am, reasonably.

Q. And the matter of dues is fixed in there, is it

not?

A. It is, but it can be changed by amendment to

the by-laws.

Q. Has it been changed? A. It has.

Q. By minutes of the corporation?

A. Yes. It was changed—It has been changed

once since the corporation was incorporated, and

once before.

Q. Do you mean that the dues of the corpora-

tion were changed before the corporation was in-

corporated ?

A. No, the dues of the association

Q. Now, I ask yo\x if the dues of the corporation

have been changed? A. Yes.

Q. And when were they changed?

A. I believe they were changed— I think the

change was completed in 1940 in November or De-

cember.

Q. In 1938, what were the dues?

A. A dollar per building per month.

Q. Per member?

A. No ; a dollar per building per month. [50]

Q. Now, in 1938, who buys the supplies in the

Service Committee?

A. By who buys the supplies in the Service Com-
mittee, do you mean the names of the gentlemen?

Q. Yes.
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A. I don 't remember the names of the exact trus-

tees that were on that particular committee.

Q. You had a set committee, did you not?

A. Oh, yes.

Q. And what were their duties'?

A. Well, the only duties that the committee had

was, if there was a demand for certain type of forms

—suppose, a member wanted to put out a certain

kind of form, then, it was referred to that commit-

tee, and if the committee felt that the organization

should purchase that particular form, or print that

particular type of form for a particular member,

we did. That was the whole thing. If we decided

that there would not be enough call for that type

of form to bother, or going to the expense of making

it, wliy, we didn't. That is just what that amounted

to; that is exactly the duties.

Q. They performed the duties provided for in

the Articles of Incorporation, did they not?

A. That was the actual duties they did.

Q. Well, did they fix the price of the merchan-

dise that was disposed of in 1938? [51]

A. Yes, they considered tlie cost of the form, and

they could say, "Well, we can afford to sell this for

so much, figuring the printing cost."

Tlie Court : He is not asking you what tliey r-an

do; he is asking what they did in 1938.

Tlie Witness: I was not a member of that com-

mittee; so I can't tell you that exactly.

Mv. Mather: Mi'. Clerk, I would like to have this

marked for identification as Respondent's Exhibit

A.
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(The excess profits return for 1938 was

marked for identification as Respondent's Ex-

hibit A.)

Q. (By Mr. Mather) I hand you, Mr. Haas,

what has been marked for identification as Respon-

dent's Exhibit A, and ask you to state what that is.

A. The corporation income excess profits tax re-

turn of the Apartment Operators Association.

Q. For what year?

A. For the year 1938.

Mr. Mather: That is all.

Mr. Merges : That is all.

(Witness excused.)

Mr. Merges: I think there is nothing furthei',

your Honor.

The Court: Has the respondent any evidence?

Mr. Mather: We will offer in evidence the in-

come tax [52] return marked for identification as

Respondent's Exhibit A.

Mr. Merges: There is no objection.

(The document heretofore marked for iden-

tification as Respondent's Exhibit A was re-

ceived in evidence.)

[Respondent's Exhibit A is set out at page

83 of this printed record.]

The Court: Do you want to file briefs?

Mr. Merges: Yes.

The Court: All right. File them in accordance

with the rules.

(Hearing concluded.) [53]
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C PETITIONER'S EXHIBIT No. 1

O
P
Y

DEPARTMENT OF STATE
Olympia

Article No. 86368 office of the Domestic

Secretary of State

I, Ernest N. Hutchinson, Secretary of State of

Washington, do hereby certify that

ARTICLES OF INCORPORATION
OF THE

APARTMENT OPERATORS ASSOCIATION,
OF SEATTLE

a Domestic Corporation of Seattle, Washington,

were, on the 3rd day of November A. D. 1937 at

9:55 o'clock A. M., filed for record in this office and

now remain on file herein, being duly recorded in

Book 209, at page 463-469, Domestic Corporation.

In Testimony Whereof, I haA^e hereunto set my
hand and affixed hereto the Seal of the State of

Washington.

Done at the Capitol, at Olympia, this 9tli day of

November, A. D. 1937.

ERNEST N. HUTCHINSON,
Secretary of State.

(Signed) By CHARLES B. REED
Assistant Secretarv of State.

[o4]
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Articles of Incorporation

of

Apartment Operators Association

of Seattle

We, the undersigned, Arthur Vander Sys, Harry

T. Williams, J. E. Wickstrom, Bert Owen and

Verna Germain residents and citizens of the State

of Washington, do hereby associate ourselves to-

gether for the purpose of incorporating the volun-

tary organization formed in 1924 and known as

Apartment Operators Association, by forming a

corporation under and pursuant to Chapter 134 the

Law of 1907 of the State of Washington and to that

end do hereby make, execute and enter into Ar-

ticles of Incorporation in triplicate certifying as

follows to-wit:

I.

The name of the corporation hereby formed shall

be "Apartment Operators Association, of Seattle".

II.

The principal place of business shall be City of

Seattle, King County, Washington.

III.

The time of existence of this corporation is and

shall be fifty (50) years from the date of its incor-

poration.

IV.

The corporation shall have no capital stock and

is limited to memberships in accordance with the

provisions of its By-laws. The interest of each in-
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corporator or member shall be equal to that of any

other, and no incorporator or member can acquire

any interest which will entitle him to any greater

voice, vote, authority or interest in the corporation

than any other member. [55]

Membership certificates may be issued under the

provisions prescribed by the By-laws of the Com-
pany. Membership may be terminated by voluntary

withdrawal, by expulsion and by death. Losses of

membership through any such cause and the inci-

dents thereof shall be governed by the By-laws of

the Company.

V.

The objects and purposes for which this corpora-

tion are formed are as follows:

(a) To provide a mutual benefit organization not

operated for profit, for the purpose of gathering and

distributing facts, data, and information relative to

the ownership, operation, and general conduct of

apartment houses and the apartment house business

in general, for the use and benefits of its members
and for public dissemination.

(b) To provide a meeting place, office and other

facilities which are deemed necessary or desirable

in the handling of its affairs and for use and benefit

of its members.

(c) To handle goods, wares and merchandise re-

quired by its members, and to render service and

counsel, and assistance to its members, and generally

to assist them in control of their financial and eco-

nomic interests and stabilization of the industrv.
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(d) To own, operate, publish, manage and dis-

tribute an}^ publication deemed advisable, and par-

ticularly the magazine known as the "Apartment

Journal '

' in accordance with the law governing such

publications, and in connection therewith to employ

agents to conduct and handle the same sell adver-

tising space therein and to do all things deemed

necessary or expedient in connection therewith.

(e) To encourage and assist in the organization

of aj^artment house owners and operators in the

State of Washington. [56]

The Board of Trustees who shall manage the

affairs of this corporation shall be composed of

fifteen (15) persons who shall be members of the

association in good standing, and the names of

those who shall manage its affairs for two (2)

months after the date of filing these Articles of

Incorporation are: Arthur Vander Sys, Donald H.

Yates, Harry T. Williams, J. E. Wickstrom, Bert

Owen, Verna Germain, Addison Shoudy, Mrs. A.

J. Clebanck, Donald C. Haas, Joseph L. Carroll,

Otto Heggen, Ida E. Feather, August Anderson,

R. S. Lipscomb, A. M. Hoffstater, who shall hold

office until the date last aforesaid or until their

successors are elected and qualify The number of

Trustees of this corporation may be increased, di-

minished or varied to any number not less than

five (5) as may be determined by majority vote of

all members in good standing at a meeting called

for such purpose.
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VII.

This corporation shall have and enjoy all of the

powers, rights, and privileges provided under Chap-

ter 134 of the Laws of 1907 and of all general laws

not in conflict therewith, and shall have power,

(a) To make, use and alter a corporate seal at

its pleasure in such form as prescribed by the By-

laws,

(b) To sue and be sued in any court of law,

(c) To purchase, own, hold, convoy and other-

wise use and enjoy real and personal property of

all kinds, and in connection therewith to acquire,

construct and maintain, and operate buildings and

equipment deemed necessary or convenient in con-

nection therewith,

(d) To appoint subordinate agents, and officers

and employ labor in connection with its affaii's and

to fix their compensation.

(e) To charge and collect fees, dues, assessments,

service and other charges of its members and to

sell or forfeit the interests of any member for [57]

default in payment of the same,

(f) To make contracts, borrow money, issue

notes, bills and any other evidence of indebtedness

and to mortgage or otherwise encumber its prop-

erty to secure the pajTuent of same,

(g) To establish ])ranches in any one or more

cities of the State of Washington under such con-

ditions as may be prescribed by its By-laws,

(h) To do any and all things deemed necessary

or convenient to carry out its purposes as permit-
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ted by Chapter 134 Law of 1907 and tlie general

law not in conflict therewith,

(i) To enact and enforce By-laws for the gov-

erning of this corporation and its branches and to

alter and amend same; and also to alter, amend,

enlarge or diminish the purposes of this corpora-

tion,

(j) To establish, accumulate, and operate a sur-

plus fund from any of its operations, including:

Members' fees, charges and dues; and services ren-

dered members and supplies purchased and han-

dled for its members; and to distribute such fund

to members in accoi'dance with the provisions of

its By-law^s.

In Witness Whereof, we have hereunto set our

hands in triplicate this 2nd day of November,

1937.

(signed) ARTHUR VANDER SYS,

(signed) HARRY T. WILLIAMS,
(signed) J. E. WICKSTROM,
(signed) BERT OAYEN,

(signed) VERNA GERMAIN.

State of Washington,

County of King—ss.

On this 2nd day of November, 1937, before me,

the undersigned, :i Notary [58] Public in and for

the State of Washington, duly commissioned and

qualified, personally appeared Arthur Vander Sys,

Donald H. Yates, Harry T. Williams, J. E. Wick-

strom, Bert Owens Verna Germain, Addison
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Shoudy, Mrs. A. J. Clebanck, Donald 0. Haas, Jo-

seph L. Carroll, Otto Heggen, Ida E. Feather,

August Anderson, R. S. Lipscomb, A. M. Hoffstater,

known to me to be the same persons mentioned in

and who subscribed their names to the foregoing

instrument and severally acknowledged to me that

they executed the same as their free and voluntary

set and deed, for the uses and purposes therein

set forth.

In Witness Whereof, I have hereunto set my
hand and af&xed my official seal, the day and year

in this certificate first above written.

(signed) FRANKLIN W. WHITE,
Notary Public in and for the

State of Washington, resid-

ing at Seattle. [59]

APARTMENT OPERATORS ASSOCIATION
of Seattle

(Incorporated)

By-Laws

Article I.

Section 1. The principal purpose is the incor-

poration under Washington State Laws of the en-

tire voluntary organization founded in 1924 and

known as Apartment Operators Association of Se-

attle, Washington, under authority and direction to

make such incorporation ordered by vote of its

members at a regular meeting thereof ; admitting to

membership in such corporation all members of said

corporation all assets of said Association subject

to all of its liabilities and obligations.
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Section 2. This corporation hereby accepts as

its own members, all members in good standing of

the said un-incorporated Apartment Operators As-

sociation and also accepts as its own and asserts its

ownership in and to all property and assets of said

Association of every kind and character, and as-

sumes and undertakes, in consideration thereof,

all and every obligation and liability in connection

therewith, all subject however, to the Articles of

Incorporation and the provisions of the By-laws

of this corporation.

Article II.

Section 1. The aim and objects of this cor-

poration shall be: To promote interests of its mem-
bers; their mutual protection; to promote efficiency

in the conduct of their business; to eliminate un-

wise and unfair business practices; to protect its

members against unfair or unjust taxes and leg-

islative enactments; to endeavor to procure sound

and just legal protection to the apartment indus-

try; to advise and assist the members in the con-

duct in their own business; to promote [60] stand-

ards and ethical business practices; and to assist

in the formation of similar associations in other

cities of the State of Washington; in order that

the apartment business be permanently established

on a sound and economic basis. To that end, the

objects and powers stated in the Articles of In-

corporation are hereby confiraied and adopted as a

part of these By-laws.
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Article III.

Membership

Section 1. An}^ person, firm, or corporation in

Seattle and King County who is the owner, les-

see, or responsible operator of any building or

buildings containing three (3) or more rental units

designed for the occupancy of families living sepa-

rately and independently of each other, and each

having separate cooking quarters or facilities, shall

be eligible to membership in this Association. Other

memberships will be permitted as hereinafter pro-

vided. The interest of such full member shall be

equal to that of any other, and no member can ac-

quire any interest which will entitle him to any

greater voice, vote, authority or interest in the

Association than any other member. Only one full

membership will be allowed any person, firm or

corporation, irrespective of the nvunber of build-

ings, owned, controlled or operated

Section 2. Associate and Branch membership

may be granted under such conditions as may be

provided by the Bylaws of the Association; pro-

vided however, that Associate members shall have

no vote upon any matter coming before the meet-

ing of the Association.

Section 3. Application for membership in the

Association must be made in writing and filed witli

the Secretary on application forms approved by

the Board of Trustees. Each such application

sliall l)e accompanied by the prescribed fees and

not less than one months dues. [61]
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Section 4. Membershii^ shall be evidenced by the

official dues receipt adopted by the Board of Trus-

tees. Upon termination of membership by vol-

untary withdrawal, by death, or by expulsion, all

interests and rights of such member in this Asso-

ciation shall immediately terminate and all inter-

est of such member shall revert to the remaining

members of the Association, membership being

granted upon this express condition.

Section 5. Membership in the Association shall

terminate upon the non-payment of dues or any

other indebtedness due the Association, for a pe-

riod of three (3) months from the due date thereof,

provided however, that such member may be rein-

stated b}^ the Board of Trustees in its discretion

upon such arrears in dues or other indebtedness

being paid in full, together with such penalty as

the Board of Trustees maj^ by resolution provide.

Upon termination of membership as herein pro-

vided, the Executive Secretary shall thereupon

notify any such member thereof by mail, and shall

report such action to the next meeting of the Board

of Trustees.

Section 6. Any member may be expelled for

any cause deemed just, by a two-thirds vote of

the Board of Trustees present at any regular

meeting thereof. Such member shall be given a

fair trial and impartial hearing before the Board

and shall have the right to appeal to the next

regular meeting of members and a majority vote

of the members present at such meeting shall be

final. Any expelled member may be re-instated by
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the Board in its discretion, upon removal of the

objections to membership.

Section 7. All members and officers of the origi-

nal unincorporated Apartment Operators Associa-

tion are declared full members of this corporation.

All officers elected or appointed and placed in charge

of the business and affairs of this corporation shall

automatically become full members for such term

of office. Election to any office of this corpora-

tion shall automatically [62] admit such officer to

membership for such term of office. All subject,

however, to the provisions of these By-laws.

Article IV.

Membership Dues

Section 1. Full membership dues shall be $1.00

per month per building, regardless of the number

of buildings owned, controlled or operated by any

such members, such dues to be payable monthly

in advance.

Section 2. Associate membership dues and re-

quirement shall be determined by resolution of the

Board of Trustees.

Section 3. Branch membership dues, conditions

and requirements shall be determined by resolution

of the Board of Trustees.

Article V.

Meeting of Members

Section 1. Tlic i-eguhir meetings of members of

the Association sliall l)e held on the second Tlnirs-

dav of each month at such time and place as may



vs. Commr. of Int. Revenue 59

Petitioner's Exhibit No. 1— (Continued)

be fixed by the notice of such meeting, unless oth-

erwise provided by the By-laws.

Section 2. Special meetings of the members may
be called by the President at any time, and shall

be called on request by the Board of Trustees or

b}^ the Executive Committee; or shall be called by

the Secretary upon written request of any three

(3) members of the Board of Trustees, or upon

written request of Twenty-one (21) members in

good standing. Notice of such special meeting

stating time and place and the objects thereof

must be mailed to each member in good standing

not less than three (3) full days prior to such

meeting.

Section 3. The annual meeting of members shall

be held at the office of the Association or at such

other time and place as determined by the Board

and fixed by the notice of such meeting. Such

meeting shall be held on the second Thursday in

the month of January in each year for the purpose

of elect- [63] ing a Board of Trustees and the

officers of the Association for the ensuing year,

and for the transaction of such other business as

may be brought before the meeting. Written notice

of the annual meeting shall be mailed by the Sec-

retary at least ten (10) days prior to the meeting,

to each member in good standing and entitled to

vote, at his address as the same appears on the

records of the Association. Failure to mail such

notice, or any irregularity in such notice, shall

not affect the validity of any annual meeting or of

any proceedings at such meeting.
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Ai'ticle VI.

Quorum

A quorum at any annual, regular or special meet-

ing of members of this Association shall consist

of not less than One-Tenth (1/lOth) of all the

members in good standing and entitled to vote.

Article VII.

Voting Power.

Section 1. No member shall have more than one

(1) vote regardless of the number of buildings,

owned, controlled, operated or represented by that

member. No voting by proxy shall be allowed

under any circumstances. A member must be in

good standing in the Association in order to be en-

titled to vote, and in case of disjDute on this point

the record of the member's account with the As-

sociation shall govern, subject to review by the

Board of Trustees.

Article VIII.

Government

Section 1. The business and property of ihe

Corporation shall be managed and controlled by

the Board of Trustees. There shall be Fifteen (15)

Trustees each of whom shall be a full member in

good standing in the Association which [64] shall

b(i eviden(ted by ])aid up dues receipt; they shall be

elected annually f)\' ballot at the annual meeting

of members and shall hold office for One (1) year,

and until their successors are elected and qualify.



vs. Commr. of Int. Revenue 61

Petitioner's Exhibit No. 1—(Continued)

The Trustees shall set only as a Board and the

individual Trustee shall have no power as such.

From among such Board of Trustees, there shall

be elected by ballot of members at such meeting,

one as President, one as Vice-President, one as

Treasurer and one as Executive Secretary, pro-

vided, however, that any two (2) or more such

offices may be held by the same Trustee except the

offices of President and Secretary. The Board

shall fix all compensation of officers and employees.

Section 2. Place of Meeting : The Trustees may
hold their meetings, have an office and keep the

books of the Association (except as otherwise may
be provided by law) at the office 'oi. the Association

in the City of Seattle, or at such other place or

places as the Board may from time to time deter-

mine.

Section 3. Regular Meetings: Regular meeting

of the Board of Trustees shall be held on the

Wednesday preceding the second Thursday in each

month at the office of the Association or such other

place or places as the Board may determine. The

annual meeting of Trustees shall be held immedi-

ately after the adjournment of the annual meet-

ing of members. No notice shall be required for

any regular meeting of the Board. In case of any

regular meeting date falling upon a holiday the

time and place of such meeting will be set by the

Executive Committee and notice will be sent to each

trustee by the Secretary.

Section 4. Special Meetings: Special meetings
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of the Board of Trustees shall be held when called

by the President, or by the Executive Comnaittee, or

upon request of any three (3) members of the

Board in writing addressed to the Secretary. [65]

The Secretary shall give notice of each special

meeting by mailing, telephone or telegraphing the

same at least Twenty-four hours before the meet-

ing to each Trustee, but such notice may be waived

by the Trustees. At any meeting at which every

Trustee shall be present, even though without no-

tice, any business may be transacted, and attend-

ance at any such meeting by any Trustee, shall

constitute a waiver of notice.

Section 5. Quorum: A majority of the Board

of Trustees for the time being in office shall con-

stitute a quorum for the transaction of business,

but if at any meeting of the Board there be less

than a quorum present, a majority of those present

may adjourn the meeting from time to time until

a (juorum shall be present.

Section 6. Executive Committee: The Execu-

tive Committee shall be composed of the stated

officers of the Association and the two immediate

liiist presidents of the Association. The President

shall be the Chairman and the Executive Secre-

tary sliall be the Secretary thereof. During the

intervals between the meetings of the Board of

'I'l'ustees, in emergency, the Executive Committee

shall possess and may exercise all the powei's of

file Board of Trustees in the management and

direction of tlie affairs of the Association in all



vs. Commr. of Int. Revenue 63

Petitioner's Exhibit No. 1— (Continued)

cases in which specific directions shall not have

been given by the Board of Trustees. All action

by the Executive Committee shall be reported to

the Board of Trustees at its next meeting suc-

ceeding such action, and shall be subject to revi-

sion and authorization by the Board; provided,

that no right of third parties shall be affected by

any such revision or authorization. Regular min-

utes of the proceedings of the Executive Commit-

tee shall be kept by the Secretary in a separate

book pro\dded for that purpose. Vacancies in the

Executive Committee shall be filled by the Board of

Trustees. A majority of the Committee with the

Secretary shall be necessary to constitute a quorum,

and in every case [66] the affirmative vote of a

majority of the members shall be necessary for

the passage of any resolution. The Executive Com-

mittee may act by written resolution of a quorum

thereof, attested by the Secretary although not for-

mally convened; it shall fix its own rules of pro-

cedure and shall meet as provided by such rules,

or by resolution of the Board, and it shall also

meet at the call of its Chairman or of any mem-

ber of the Committee.

Section 7. All matters affecting the welfare of

the Association shall be presented to the Board of

Trustees for consideration and determination, after

which they will be reported to a regular meeting

of members of the Association.

Section 8. In the event that the Board of Trus-

tees shall fail to function, any matter may be
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brought before the Association at an}^ regular meet-

ing of members, or at a special meeting of mem-
bers duly called for such purpose, and the action

taken on such matter at any such meeting of mem-

bers by two-thirds majority shall be tinal, except

as otherwise provided by the By-laws.

Section 9. The actual conduct of the affairs of

the Association shall be vested in its officers sub-

ject to control at all times by the Board of Trus-

tees and its Executive Committee.

Section 10. Any member having a grievance

against the Association or any officer or member

of the Association, shall present the same to the

Board of Trustees in writing through the Secre-

tary, or in person, before bringing such matter be-

fore any meeting of the members of the Associa-

tion. Should the Board of Trustees fail to act upon

such grievance, then the complaining member may

present such grievance before a regular meeting of

members and a majority vote of a quorum of mem-

bers present at such meeting shall decide the issue.

Section 11. No other than members of the As-

sociation, or its invited guests, shall have the right

of tlic floor witJKiut the niiaiiiinous consent of the

members present at any regular meeting of the As-

sociation. [()7]

Section Vi. The Board of Trustees may delegate

from time to time to suitable committees any du-

ties that arc reciuired to be executed duriuu' the

intervals between the meetings of the Board, and

such committees shall report to the Board of Trus-

tees when and as required.
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Article IX.

Officers.

Section 1. The officers of this Association shall

be; a President, Vice President, Treasurer, Exe-

cutive Secretary, and such other officers as shall

from time to time be provided for by resolution of

the Board of Trustees. A person not a Trustee

shall not be eligible to hold the office of President,

Vice-President, Treasurer or Secretary. All other

officers may be chosen either from within or with-

out the Board of Trustees. Such other officers

shall be elected at the first meeting of the Board

of Trustees after the annual election of Trustees

by the members; and shall hold office for one (1)

year and until their respective successors shall

have been duly elected.

Article X.

Election of Trustees and Officers.

Section 1. Nomination of members as candidates

for election as Trustees and officers of the Associa-

tion shall be made at the regular meeting of the

Association held in December of each year.

Section 2. Member candidates nominated shall

be voted upon by ballot of the members present at

the reg-ular annual meeting held in January of

each year.

Section 3. The candidate receiving the highest

number of votes for the respective offices for which

they were nominated shall be duly elected and

shall qualify by being in good standing on the
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books of the Association, and taking the oath of

office. [68]

Section 4. Any member of the Association in

good standing shall be eligible for nomination and

election as a Trustee or officer of the Association.

Section 5. A nominating committee consisting

of five members shall be appointed from those pres-

ent at the regular November meeting in each year,

to make recommendations for member nominations

at the December meeting of the same year. The

conmiittee's recommendations shall be placed be-

fore the regular December meetmg for the guidance

of the members, but shall not restrict the right of

members to make additional nominations as they see

fit.

Article XI.

Vacancies

Section 1. A vacancy in any elective office shall

be filled by a majority vote of the Board of Trus-

tees at any regular meeting; the Trustee or officer

so elected to hold office during the unexpired term

of the vacancy so filled.

Section 2. The absence of any Trustee or officer

from Three (3) consecutive regular monthly meet-

ings of the Board of Trustees shall constitute a

vacancy, unless such absence has been sanctioned

by the Board, or inability to attend has been re-

ported to the Secretary.

Section 3. Any Trustee or officer may be re-

moved fo]- cause deemed just by two-thirds vote of

the l^oard at any regular, or special meeting called
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for that purpose, or by two-thirds vote of the

members at any regular meeting thereof.

Article XII.

Powers and Duties of Officers

Section 1. President : The President shall pre-

side at all meetings of members of the Associa-

tion and of the Board of Trustees and shall have

[69] general supervision over the business and af-

fairs of the Association. He shall appoint all stand-

ing committees and such special committees as may

be necessary from time to time. He shall fill any

vacancies occurring in such committees. He shall

sign with the Secretary all official documents au-

thorized by the Board of Trustees of the Asso-

ciation and shall counter sign all checks issued

by the Treasurer drawn against Association funds

in payment of bills authorized by the Board of

Trustees and approved by the Auditing Committee.

He shall from time to time make such reports of

the affairs of the Company as the Board of Trus-

tees may require and shall annually present a re-

port of the preceding years business to the annual

meeting of members. He shall do and perform such

other duties as may be from time to time assigned

to him by the Board of Trustees.

Section 2. Vice-President: The Vice-President

shall possess the power and shall perform the duties

of President in his absence or disability. He shall

do and perform such other duties as may from time

to time be assigned to him by the Board of Trus-

tees.
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Section 3. Executive Secretary: The Execu-

tive Secretary shall keep the minutes of all meet-

ings of the Board of Trustees and the minutes of

all meetings of its Executive Committee and the

minutes of all meetings of the members. He shall

attend to giving and serving of all notices of the

Association. He shall sign with the President in

the name of the Company all contracts and other

documents authorized by the Board of Trustees,

and when so ordered by the Board of Trustees he

shall affix the seal of the Association thereto. He
shall sign or attest all receipts for membership

fees, dues and other charges and shall keep a record

of members showing their current monthly stand-

ing. He shall have charge of the Association seal

and of the minute boosA; and of such other books

and papers as the Board of Trustees ma}^ direct.

He shall in general perform all the duties incident

to the office of Secretary, subject [70] to the control

of the Board of Trustees, and shall l)c charged

with the actual management and conduct of the

office of the Association and of the services ren-

dered to members. He shall do and perform such

other duties as may from time to time be assigned

to him ])y the Board of Trustees.

Section 4. Treasurer: The Treasurer shall have

the custody of all funds and securities of the Asso-

ciation wliicli may come into his hands; he shall

be custodian of all the property and assets of

the corporation su])ject to the control and order

of the Board of Trustees; when necessary or proper
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he may endorse on behalf of the Association for

collection checks, notes, and other obligations and

shall deposit the same to the credit of the Asso-

ciation in such bank or banks or depositary as

the Board of Trustees may designate. He shall

sign with the President all checks against the Asso-

ciation funds drawn in payment of bills author-

ized by the Board of Trustees and approved by

the Auditing Committee. He shall receive all mon-

ies due the Association and issue official receipts

therefore. He shall make a monthly report of re-

ceipts and expenditures and shall prepare a semi-

annual statement of all receipts and disbursements

on January 1st and July 1st of each year. He
shall perform all acts usually incident to the posi-

tion of Treasurer, and shall perform such other

duties as may from time to time be assigned to

him by the Board of Trustees, and shall give a

bond as required by the Board of Trustees.

Section 5. Committees: When so directed by

the Board, Standing Committees shall be appointed

by the President to serve for the same length of

time as the regularly elected officers and shall be as

follows: [71]

(a) Legislative Committee: This committee

shall consist of three (3) members, whose duty

it shall be to keep in touch with the legislative

bodies of the City, County and State in order

that the best interests of the members and the

apartment industry be properly protected. All mat-

ters pertaining to legislative functions, coming be-
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fore meetings of the Association, shall be referred

to this Committee before action is taken, and the

Committee shall report to the Board of Trustees

the results of its deliberations, and such reports

shall be acted upon immediately.

(b) Membership Committee: This Committee

shall consist of three (3) members whose duty it

shall be to investigate all api)lications for mem-
bership in the Association that may be placed in

its hands by the Secretary and report their find-

ings to the regular meeting of the Association. This

Committee shall devise ways and means of increas-

ing the membership of the Association and present

all such proposals to the Board of Tiaistees.

(c) Ethics and Grievance Committee: This

Committee shall consist of three (3) members whose

duty it shall be to jDropose standard of ethics and

of business practices as a guide for the members

and the business of the Association in general.

This committee shall also act as an intermediary

in all matters of dispute between the members,

or between the members and the Association, and

all such matter shall be referred to it for its rec-

ommendation.

(d) Program and Publicity Conmiittee: This

committee shall consist of three (3) members whose

duty it shall be to arrange programs for the monthly

meetings of the Association which will be of maxi-

mum interest and benefit to the members, and to

secure pu])licity for the Association and its work

in ])ebalf of the apartment industry. This com-
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niittee shall have general supervision over all pub-

lications, circulars and forms issued by the Asso-

ciation.

(e) Rental Committee: This Committee shall

consist of three (3) members whose duty it shall

be to keep in touch with the rental situation so

that the [72] members may be kept advised of the

true condition as to vacancies, rentals, the trend

of supply and demand and all such information as

may be of value to the Association in rendering

accurate service to its members.

(f) Ways and Means Committee: The Presi-

dent shall appoint a Committee of five (5) mem-

bers either within or without the Board of Trus-

tees as a ways and means committee. Such com-

mittee shall have and exercise all the provisions

and powers usually exercised by such a conmiittee

and not inconsistent with powers conferred by these

By-laws.

(g) Auditing Connnittee: A committee of three

(3) members of the Board shall be designated by

the President at each regular meeting to audit the

current accounts presented at such monthly meet-

ing before the same are approved and paid. The

President shall also appoint an auditing committee

of three (3) members of the Board who shall audit

and verify the accounts of the Secretary and Treas-

urer for the purposes of the semi-annual report of

such officers required to be made January 1st and

July 1st of each year.

(h) Supplies and Services Committee: This
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committee shall consist of three (3) members, either

within or without the Board of Trustees, to super-

vise supplies furnished or services rendered to

members, and to fix the price thereof, subject to

the approval of the Board.

(i) The President and the Executive Secretaiy

shall be ex-officio members of all coromittees ap-

pointed or created when not specifically named

therein.

Article XIII.

Official Publication

Section 1. The official publication of this Asso-

ciation is and shall be "Apartment Journal" which

is hereby accepted, taken, and declared to be owned,

operated and published by this Association and dis-

tributed [73] to the members in good standing from

time to time and no member can obtain any equity,

interest or right therein extending beyond his mem-

bership as provided in these By-laws.

Section 2. This publication shall be controlled

and managed by the Board of Trustees of this

Association under the direct management of the

Executive Secretary, titled Managing Editor, as-

sisted by such associate editors as may be from

time to time appointed ])y the President and ap-

proved by the Board of Trustees.

Section 3. The Managing Editor witli the ap-

proval of the President is authorized to employ all

additional labor and incui- nil additional expense

incident 1o i)n})lications, mailing and delivery to
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each member monthly a copy of such publications,

all subject to the approval of the Board of Trus-

tees.

Article XIV.

Rules of Order

Section 1. Robert's Rules of Order shall govern

all meetings of the Association in all cases where

they are applicable and in which they do not con-

flict with the By-laws of the Association.

Section 2. Order of Business: The order of

business at any regular or special meetings of

members or of the Board of Trustees of the Asso-

ciation shall be as follows:

1. Call meeting to order.

2. Roll call

3. Reading of minutes

4. Communications

5. Reports of officers

6. Reports of standing committees

7. Reports of special committees

8. Unfinished business

9. New business

10. Good of the Association

11. Adjournment [74]

Article XV.
Supplies and Services

Section 1. The Board of Trustees shall have

power to authorize the purchase and to otherwise

acquire any and all kinds of supplies, goods, wares,

and merchandise used or useful bv its members in
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connection with their business, consolidating such

purchases in their discretion in quantity purchases,

in harmony with members' requirements, or orders

and withdrawals therefrom, for the purpose of

obtaining wholesale prices and reductions; and to

dispose of, handle, transport, store, warehouse, sell

and deliver same to the members of this Associa-

tion as required by them; and to fix the price

thereof and charge and collect of such member such

cost of same plus a service charge or fee for so

handling the same; and to set aside any profits

derived therefrom in a surplus fund to be estab-

lished by resolution of the Board of Trustees.

Section 2. The Association will employ and fur-

nish to its members the services of individuals for

apartment shopping, and any other service for

which there is deemed a general or pressing de-

mand, at the actual cost of such service plus a

service charge therefor to be fixed by resolution

of the Board of Trustees. All monies received

shall be deposited to the credit of the Association

in such bank or other depositary designated by

the Board.

Section 3. Payments shall be made by checks,

or check vouchers, all of which shall ))e signed

by the officer or officers of the company as pro-

vided by the By-laws and in the absence of such

By-laws the Board of Trustees shall b}' resolution

direct what officers are authorized to sign and coun-

tersign checks or vouchers. Bills receivable, drafts

and other evidence of indebtedness to the company
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shall be endorsed for the purpose of discount or

collection by the Treasurer, or such other officer

or officers of the company as the Board of [75]

Trustees shall from time to time by resolution

designate. No bills or notes shall be executed by or

on behalf of the company unless the Board of Trus-

tees of the company shall expressly authorize the

same.

Article XVI.

Surplus Fund

Section 1. The Board of Trustees shall by reso-

lution establish a surplus fund in a bank or other

depositary of its selection and may change such

depositary at its discretion. Into this fund shall

be paid and deposited all monies and monetary

profits received from fees, dues, service charges,

journal advertising and from any other source or

sources which are not deemed necessary to retain

in the commercial banking account of the Asso-

ciation to meet the operating expenses thereof and

for working capital. Such surplus fund shall be

jointly owned by all of the members of the Asso-

ciation as such in good standing, but such funds

shall be subject to the exclusive control, use, dis-

posal and disbursement by the Board of Trustees.

Section 2. In its discretion, the Board of Trus-

tees may use this fund or any part thereof to

acquire and establish an office, meeting place, and

other facilities for the handling of the business

of the Association, and otherwise for the use and
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benefits of its members, and may distribute such

fund, or any part thereof, pro-rata to the members
of the Association in good standing, contributing

to the source of such fmid through the purchase

of supplies handled or contracted for by the Asso-

ciation.

Article XVII.

Labor Relations

Section 1. Labor Relations Committee : For the

purpose of dealing with labor unions and settling

labor disputes between the members and their em-

ployees, there is hereby created a Labor Relations

Committee to be composed of three (3) [76] mem-
bers elected by the Board of Trustees. Such com-

mittee shall meet with the Committee of labor

unions for the purpose of arriving at agreements

covering uniform practices and standards of hours

and wages applicable to the different types of build-

ings and employment in the apartment industry.

Such committee shall also hear all disputes and

complaints arising at any time or from time to time

between any member and employee. Any and all

negotiations and agreement by such committee with

any labor union shall be referred to the Board of

Trustees and approved by a majority of the mem-

bers at any meeting, before the same shall become

binding on this Association and its members.

Section 2. Labor Representative: Tlie Execu-

tive Secretary of this Association sliall ])e and is

hereby made the Labor Representative of this Asso-

ciation for its members and shall have and exercise
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all of the functions as such, subject to control by

the Labor Relations Committee and the approval

of the Board of Trustees.

Article XVIII.

Seal

Section 1. The seal of this corporation shall be

circular in form, containing in the circle the words

"Apartment Operators Association", and inside the

circle the words and figures "Established 1924 Seat-

tle".

Section 2. This seal ma^^ be altered or amended

or changed at any time or from time to time by

resolution of the Board of Trustees.

Article XIX.

Amendments

Section 1. These By-laws may be amended by

filing with the Secretary of the Association a copy

of the proi)osed amendment signed by not less than

one-tenth (1/10) of the members in good stand-

ing, which shall be acted upon [77] by the Board

of Trustees at its next regular meeting and re-

ferred to the following regular meeting of members

of the Association for detei'mination. Upon vote

of Two-thirds (2/3) of the members present at

such regular meeting, such amendments shall be de-

clared passed the first reading and shall be referred

to the next regular meeting of members for final

decision and upon receiving a Two-thirds (2/3) vote

of all members at such meeting, such amendments

shall be adopted.
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Section 2. These By-laws may also be altered or

amended by unanimous Tote of the Board of Trus-

tees. Such alteration or amendments to be reported

to the next succeeding regular meeting of mem-
bers for approval.

Article XX.
These By-laws and all amendments thereof shall

be firmly bound or entered in a special book which

shall be provided for such purpose and shall be in

custody of the Secretar}^ and shall be open to the

members at all times during business hours.

[Endorsed]: Filed Sep. 8, 1941. [78]

PETITIONER'S EXHIBIT No. 2

[79]

APARTMENT OPERATOR'S ASSOCIATION
REPORT ON AUDIT
DECEiMBER 31, 1938

[80]

E. J. MINER
Certified Public Accountant

Central Building

Seattle, Washington

May 8, 1939.

Apartment Operators Association

Seattle, Washington

Gentlemen

:

We have completed an audit of your records for

the year ended December 31, 1938 and present here-

with our report.
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We have prepared and submit as part of this

report a statement of Cash Receipts and Dis-

bursements for the year ended December 31, 1938.

We audited the cash transactions in detail

throughout the year. Bank statements with paid

checks, duplicate receipts and vouchers for all dis-

bursements were presented for our inspection. We
found these records to be in order. All disburse-

ments have been properly approved by the finance

committee.

During November and December of 1937 and in

January 1938 one of your salesmen, Mr. A. J. Bes-

sette, made collections for advei^tising space in your

Journal and failed to turn in the funds to your

office. Commissions accruing to Mr. Bessette have

been applied to the amount of this defalcation and

at this date there is a balance remaining of $85.57.

Commissions on future collections are expected to

be sufficient to balance the above amount

We have made recommendations to your Sec-

retary-Treasurer for changes in the bookkeeping

system which we believe will improve your rec-

ords. AVe opened a new general ledger and as-

sisted your bookkeeper to balance the accounts

for 1939 to date. We will also supervise the

work until your bookkeeper is thoroughly familiar

with the changes.

Respectfully submitted,

E. J. MINER,
Certified Public Accountant,

(Member, American Insti-

tute of Accountants.) [81]
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EXHIBIT 1

APARTMENT OPERATOR S ASSOCIATION
CASH RECEIPTS AND DISBURSEMENTS

YEAR ENDED DECEMBER 31, 1938

Cash Balance, January 1, 1938 $ 1,209.06

Cash Receipts:

Membership Dues $ 6,943.00

Journal Advertising 2,519.09

Cash Sales of Supplies 733.33VSales

Collection on Supply Accounts Receiv-

able - 618.75 10,814.17

$12,023.23

Cash Disbursed—Exhibit 2 10,457.82

Cash on Hand and in Bank, December

31, 1938 $ 1,565.41

(Pencil Notation) 1,209.06

(Pencil Notation) 356.35

Note: There was also Cash in Bank in the amount of $241.00

representing Legislative Fund Assessments collected. During

January 1939 a separate bank account was opened for this

fund.

[82]

EXHIBIT 2

APARTMENT OPERATOR'S ASSOCIATION
CASH DISBURSED

YEAR ENDED DECEMBER 31, 1938

Rent $ 660.00

Telephone and Telegraph 413.58

Equipment Purchased 584.74

Office Supplies 48.29

Mailing Cards and Postage 162.79

Printing Journal 1,374.20
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Mailing Journal 202.60

Stationery and Printing 291.70

Repairs 24.02

Towel Service 18.00

Traveling 10.00

Journal of Commerce 15.00

Bond Premiums 12.50

Western Conference Attendance —

.

135.45

Salaries and Commissions 5,298.26

Taxes and Licenses 106.58

Purchase of Supplies for Resale 977.07—Purch

Shopping Service 17.50

General Expenses 105.54

$10,457.82

^^^^^^
[83]

APARTMENT OPERATOR'S ASSOCIATION
DEPARTMENTAL OPERATIONS

DECEMBER 31, 1938

Income Expense Prof it or (Loss>

Association

:

Dues $6,943.00

General Expense $5,074.34 $1,868.66

Journal

:

Advertising $2,519.09

Mailing $ 202.60

Printing 1,374.20

General 1,841.62 3,418.42 (899.33)

Supply Merchandise

Sales $1,352.08

Purchases $ 977.07

General 987.99 1,965.06 (612.98)

Net Income per Books $ 356.35

[84]
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APARTMENT OPERATOR'S ASSOCIATION
GENERAL EXPENSE

ALLOCATED TO DEPARTMENTS

Equipment $ 584.74

Office Supplies and Postage 211.08

Rent 660.00

Salaries 5,298.26

Stationery and Printing 291.70

Taxes 106.58

. Telephone 413.58

General Expenses 338.01

Total Expenses $7,903.95

Distributed on Basis of Total Income

:

Income Percentage Expense

Association $ 6,943.00 64.20% $5,074.34

Journal 2,519.09 23.30 1,841.62

Supply Department 1,352.08 12.50 987.99

$10,814.17 100.00% $7,903.95

[Endorsed]: Filed Sept. 8, 1941. [85]
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[Printer's Note—Respondent's Exhibit A con-

tinued containing Schedules A to E, inclusive. A
printed form not filled in.]
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APARTMENT OPERATORS ASSOCIATION

DEPARTMENTAL OPERATIONS

Income Expense Profit or (Loss)

Association

Association Dues $6,943.00

Mailing Cards and

Postage $ 162.79

Travel 10.00

Western Conference

Attendance 135.45

General Expenses 3,333.72 $3,641.96 $3,301.04

$2,519.09

Journal

Advertising

Printing $1,374.20

Mailing 202.60

Commission and

Salaries 1,818.26

General Expense 1,209.90

Supply Merchandise

Sales

Purchases $ 977.07

General Expenses 649.09

'$4,604.96 ($2,085.87)

$1,352.08

$1,626.16 (274.08;

Net income year ended December 31, 1938

(Entirely from dues) $ 941.09

[90]

APARTMENT OPERATORS ASSOCIATION

GENERAL EXPENSES

TO BE ALLOCATED TO DEPARTMENTS
Rent $ 660.00

Telephone and Telegraph 413.58

Office Supplies 48.29

Stationery and Printing 291.70

Repairs 24.02

Towel Service 18.00
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General Expenses (Continued)

Journal of Commerce 15.00

Bond Premium 12.00

Salaries and Commissions 3,480.00

Taxes and Licenses 106.58

Shop Service 17.50

General Expense 105.54

$5,192.71

Distributed on Basis of Total Income

:

Association $3,333.72

Journal 1,209.90

Supply Department 649.09

$5,192.71

APARTMENT OPERATORS ASSOCIATION

BALANCE SHEET

December 31, 1938

ASSETS

Cash on Hand $ 10.73

Cash in Bank 1,795.68

Total Assets $1,806.41

LIABILITIES
Surplus

Legislative Surplus $ 241.00

General Surplus 1,565.41

Total Surplus $1,806.41

[91]

[92]
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AFFIDAVIT

State of Washington,

County of King—ss.

The undersigned, Hariy T. Williams, being first

duly sworn on oath deposes and says : That he is the

Executive Secretary and Treasurer of Apartment

Operators Association (incorporated) of Seattle,

Washington, and makes this affidavit for and on its

behalf and for no other purpose; that heretofore

this affiant has verified and filed with the Collector

of Revenue claim of exemption under the Income

Tax Laws of the United States; that proof of ex-

emption as specified in Article 101-1 consisting of an

affidavit attached to (a) copy of Articles of Incor-

poration, (b) copy of By-laws of organization, (c)

latest financial statement, (d) statement showing the

character of the organization, the purposes for

which it was organized, its actual activities, the

sources of its income and disposition and a showing

that none of its income or surplus may inur to the

benefit of any member of the Association.

Affiant further states that Apartment Operators

Association is a business league composed solely of

bona fide owners and operators of apartment houses

in the City of Seattle, King County, State of Wash-

ington, who have heretofore associated themselves

together as a business league in 1924 and that said

organization was duly exempted by the Commis-

sioner of Internal Revenue; that in December 1937,

said organization incorporated itself under the non-
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profit law of the State of Washington being a spe-

cial act of 1907 entitled "Corporations Not Formed

For Profit" Section 3888 and succeeding paragraphs

Remington's Revised Statutes; that Section 11 of

said Laws of 1907 provides that if such corporations

shall engage in any business, trade, etc., for gain, it

shall forfeit its rights to exist as a corporation ; that

Apartment Operators Association never has and

does not now operate for gain or profit and is solely

an association of persons having common business

interest who have associated themselves together for

the purpose of promoting such common interest and

the improvement of business conditions in the apart-

ment industry, disseminating information among the

members and to act as a common purchasing agent

for materials and supplies as and when required by

the members, and to prepare and make printed

forms desirable or useful in connection with the

business of the members.

Affiant further states that this association has no

capital stock and further affiant saith not.

Dated this 28th day of September 1939 at Seattle,

Washington.

HARRY T. WILLIAMS
Harry T. Williams

Subscribed and sworn to before me this 28th day

of September, 1939.

R. C. LONG
Notary Public in and for the State of Washington,

residing at Seattle. [93]
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[Title of Board and Cause.]

FINDINGS OF FACT AND OPINION

Docket No. 106666

Promulgated January 29, 1942

Exemption as a business league is denied a non-

profit corporation which buys supplies for its mem-

bers and sells them to the members at a price which

includes a service charge or fee which is placed in

a fund which under its bylaws may be distributed

among the members.

Edward E. Merges, Esq., for the petitioner.

T. M. Mather, Esq., for the respondent.

The Commissioner, holding that the petitioner

was not exempt from tax, determined deficiencies

for 1938 of $107.49 income tax and $103.19 excess

profits tax.

FINDINGS OF FACT

The petitioner is a corporation, with principal of-

fice at Seattle, Washington. It filed its return in

Tacoma. It was organized November 3, 1937, under

the laws of the State of Washington relating to non-

profit corporations. It is limited to memberships

and has no capital stock. It pays no dividends.

The objects and purposes for which it was formed

are stated in its ai-ticles of incorporation as follov/s

:

(a) To provide a mutual benefit organization not

operated for profit, for the purpose of gathering

and distributing facts, data, and information rela-

tive to the ownership, operation, and general con-
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duct of apartment houses and the apartment house

business in general, for the use and benefits of its

members and for public dissemination.

(b) To provide a meeting place, office and other

facilities which are deemed necessary or desirable

in the handling of its affairs and for use and benefit

of its members.

(c) To handle goods, wares and merchandise re-

quired by its members, and to render service and

counsel, and assistance to its members, and gener-

ally to assist them in control of their financial and

economic interests and stabilization of the industry.

(b) To own, operate, publish, manage and dis-

tribute any publication deemed advisal^le, and

particularly the magazine known as the "Apartment

Journal" in [94] accordance with the law govern-

ing such publications, and in connection therewith

to employ agents to conduct and handle the same

sell advertising space therein and to do all things

deemed necessary or expedient in connection there-

with.

(e) To encourage and assist in the organization

of apartment house owners and operators in the

State of Washington.

Its powers are stated in its articles as follows:

(a) To make, use and alter a corporate seal at its

pleasure in such forms as prescribed by the By-laws,

(b) To sue and be sued in any court of law,

(c) To purchase, own, hold, convoy [sic] and

otherwise use and enjoy real and personal i)roperty

of all kinds, and in connection therewith to acquire,
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construct and maintain, and operate buildings and

equipment deemed necessary or convenient in con-

nection therewith.

(d) To appoint subordinate agents, and officers

and employ labor in connection with its affairs and

to fix their compensation.

(e) To charge and collect fees, dues, assessments,

service and other charges of its members and to sell

or forfeit the interests of any member for default

in i)ayment of the same,

(f) To make contracts, borrow money, issue

notes, bills, and any other evidence of indebtedness

and to mortgage or otherwise encumber its property

to secure the payment of same.

(g) To establish branches in- any one or more

cities of the State of Washington under such condi-

tions as may be prescribed by its By-laws.

(h) To do any and all things deemed necessary

or convenient to carry out its purposes as permitted

by Chapter 134 Law of 1907 and the general law not

in conflict therewith,

(i) To enact and enforce By-laws for the gov-

erning of this corporation and its branches and to

alter and amend same ; and also to alter, amend, en-

large or diminish the purposes of this corporation,

(j) To establish, accumulate, and operate a sur-

plus fund from any of its operations, including:

Members' fees, charges and dues; and services ren-

dered members and supplies purchased and handled

for its members; and to distribute such fund to

members in accordance with the provisions of its

By-laws.
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Its bylaws during the year 1938 contained the

following

:

ARTICLE II.

Section 1. The aim and objects of this corpora-

tion shall be: To promote interests of its members;

their mutual protection ; to promote efficiency in the

conduct of their business; to eliminate unwise and

unfair business practices; to protect its members

against unfair or unjust taxes and legislative enact-

ments; to endeavor to procure sound and just legal

protection to the apartment industry; to advise and

assist the members in the conduct in their own busi-

ness; to promote standards and ethical business

practices; and to assist in the formation of similar

associations in other cities of the State of Washing-

ton; in order that the apartment business be per-

manently established on a sound and economic basis.

To that end, the objects and powers stated in the

Articles of Incorporation are hereby confirmed and

adopted as a part of these By-laws. [95]

ARTICLE XIL»******
Section 5. Committees : When so directed by the

Board, Standing Committees shall be appointed by

the President to serve for the same length of time

as the regularly elected officers and shall be as fol-

lows:

(a) Legislative Conmiittef : This committee shall
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consist of three (3) members, whose duty it shall be

to keep in touch with the legislative bodies of the

City, County and State in order that the best inter-

ests of the members and the apartment industry be

properly protected. All matters pertaining to legis-

lative functions, coming before meetings of the As-

sociation, shall be referred to this Committee before

action is taken, and the Committee shall report to

the Board of Trustees the results of its delibera-

tions, and such reports shall be acted upon imme-

diately.

(e) Rental Committee: This Committee shall

consist of three (3) members whose duty it shall be

to keep in touch with the rental situation so that the

members may be kept advised of the true condition

as to vacancies, rentals, the trend of supply and de-

mand and all such information as may be of value

to the Association in rendering accurate service to

its members.

(h) Supplies and Services Committee: This com-

mittee shall consist of three (3) members, either

within or without the Board of Trustees, to super-

vise supplies furnished or services rendered to mem-

bers, and to fix the price thereof, subject to the a})-

proval of the Board.
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ARTICLE XIII.

Official Publication

Section 1. The official publication of this Asso-

ciation is and shall be ''Apartment Journal," which

is hereby accepted, taken, and declared to be owned,

operated and published by this Association and dis-

tributed to the members in good standing from time

to time and no member can obtain any equity, in-

terest or right therein extending beyond his mem-
bership as provided in these By-laws.

Section 2. This publication shall be controlled

and managed by the Board of Trustees of this As-

sociation under the direct management of the Ex-

ecutive Secretary, titled Managing Editor, assisted

by such associate editors as may be from time to

time appointed by the President and approved by
the Board of Trustees.

Section 3. The Managing Editor with the ap-

proval of the President is authorized to employ all

additional labor and incur all additional expense in-

cident to publications, mailing and delivery to each

member monthly a copy of such publications, all

subject to the approval of the Board of Trustees.

ARTICLE XV.

Supplies and Services

Section 1. The Board of Trustees shall have

power to authorize the purchase and to otherwise

acquire any and all kinds of supplies, goods, wares,
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and. iiier- [96] chandise used or useful by its mem-

bers in connection with their business, consolidatirig

such purchases in their discretion in quantity pur-

chases, in harmony with members' requirements, or

orders and withdrawals therefrom, for the purpose

of obtaining wholesale prices and reductions ; and to

dispose of, handle, transport, store, warehouse, sell

and deliver same to the members of this Associa-

tion as required by them ; and to fix the price thereof

and charge and collect of such member such cost of

same plus a service charge or fee for so handling the

same ; and to set aside any profits derived therefrom

in a surplus fund to be established by resolution of

the Board of Trustees.

Section 2. The Association 'will employ and

furnish to its members the services of individuals

for apartment shopping, and any other service for

which there is deemed a general or pressing demand,

at the actual cost of such service plus a service"

charge therefor to be fixed by resolution of the

Board of Trustees. All monies received shall be de-

posited to the credit of the Association in such bank

or other depositary designated by the Board.

ARTICLE XVI.

Surplus Fund

Section 1. The Board of Trustees shall by resolu-

tion establish a surplus fund in a bank or other

depositary of its selection and may change such
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depositary at its discretion. Into this fund shall be

paid and deposited all monies and monetary jn-ofits

received from fees, dues, service charges, journal ad-

vertising and from any other source or sources

which are not deemed necessary to retain in the com-

mercial banking account of the Association to meet

the operating expenses thereof and for working

capital. Such surplus fund shall be jointly owned

by all of the members of the Association as such in

good standing, but such fmids shall be subject to the

exclusive control, use, disposal and disbursement by

the Board of Trustees.

Section 2. In its discretion, the Board of Trus-

tees may use this fund or any part thereof to ac-

quire and establish an office, meeting j^lace, and

other facilities for the handling of the business of

the Association, and otherwise for the use and bene-

fits of its members, and may distribute such fund,

or any part thereof, pro-rata to the members of the

Association in good standing, contributing to the

source of such fund through the purchase of sup-

plies handled or contracted for by the Association.

ARTICLE XVII.

Labor Relations

Section 1. Labor Relations Committee : For the

purpose of dealing with labor unions and settling

la})or disputes between the members and their em-

])loyees, there is hereby created a Labor Relations

Committee to be composed of three (3) members

elected Ijv the Board of Trustees. Such committee
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shall meet with the Committee of laboi* unions for

the purpose of arriving at agreements covering uni-

form practices and standards of hours and wages

applicable to the different types of buildings and

employment in the apartment industry. Such com-

mittee shall also hear all disputes and complaints

arising at any time or from time to time between

any member and employee. Any and all negotia-

tions and agreement by such conunittee with any

labor union shall be referred to the Board of Trus-

tees and approved by a majority of the members at

any meeting before the same shall become binding

on this Association and its members. [97]

Section 2. Labor Representative : The Executive

Secretary of this Association shall be and is hereby

made the Labor Representative of this Association

for its members and shall have and exercise all of

the functions as such, subject to control by the

Labor Relations Committee and the approval of

the Board of Trustees.

Petitioner exercised substantially all the forego-

ing functions. It acted as a clearing house for in-

formation about tenants, about the operation of

apartment houses, and about legislation affecting the

business; it gave counsel and advice, and did what

it could to promote the common welfare of the mem-
bers. On its own machine, it printed specially de-

signed forms, such as rent receipts and rental agree-

ments for use in its locality and sold them to mem-
bers at cost, plus a small margin, the price being

less than a member would ordinarily pay if he were
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independently to have the forms printed. It gets in-

formation about prices and buys articles, such as

electric light ])ulbs and other electrical equipment,

for its members in larger quantities and at lower

unit prices than they would ordinarily pay, and sells

them to the members at prices slightly above cost.

In 1938 it bought at a 36 percent discount and sold

to its members at 32 percent discount. The price

does not include any portion of overhead expenses,

such expenses, as for rent, furniture, equipment, and

salaries, being paid entirely out of dues. In 1938

it published a journal and distributed it among its

members. By this means it disseminated informa-

tion more inexpensively than by letter or pamphlet.

The journal carried advertising of supply houses,

light and power, and telephone companies; it did

not pay for itself, and was discontinued in 1939. It

represents members in labor disputes, and negotia-

tions and hearings are held in its rooms.

Petitioner has no purpose or intention of making

a profit, but it tries to have a small surplus to as-

sure its continuance. It maintains a general fund

comprising all its receipts, including dues and sales

and advertising receipts, and from it payment is

made of all expenses, such as salaries and equip-

ment. In 1938 the fund grew and then remained

stationary.

As shown by its 1938 return, petitioner's gross re-

ceipts were $10,814.17, comprised of dues $6,943,

journal $2,519.09, and merchandise sales $1,352.08;

and its expenses were $9,873.08, comprised of gen-



vs. Commr. of Int. Revenue 103

era! expense $3,641.96, journal $4,604.96, and mer-

chandise purchases and expenses $1,626.16.

OPINION

Sternhagen : The petitioner claims exemption un-

der Revenue Act of 1938, section 101 (7), as a busi-

ness league not organized for profit and no part of

the net earnings of which inures to the benefit of

any [98] private shareholder or individual. The

claim, we think, was properly denied by the Com-

missioner. The petitioner's purchase of supplies at

a discount and its resale to the members at less than

they would otherwise pay is a business operation

and its advantage is the sort of profit inuring to the

benefit of the members which is preclusive of the

statutory exemption. The fact that the corporation

was organized mider the state laws relating to non-

profit corporations and the offices had no intention

to conduct its operations at a profit is less important

than its actual operations. Under article XV of

the bylaws supplies may be sold to members at a

price which includes a service charge or handling

fee, the profits from which may be set aside in a

surplus fund; and by article XVI the surplus fund

may be distributed among the members. Petitionei*

was a cooperative buying organization, withholding

a margin, however small. Such cooperatives are not

among the exempt organizations of the statute, as

are farmers' cooperatives, which buy supplies and

turn them over to members at actual cost plus neces-

sary expenses. Sec. 101 (12).
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The determination is sustained. Uniform Print-

ing & Supply Co. V. Commissioner, 33 Fed. (2d)

445; Northwestern Jobbers' Credit Bureau v. Com-

missioner, 37 Fed. (2d) 880; Produce Exchange

Stock Clearing Association, Inc. v. Helvering, 71

Fed. (2d) 142; Retailers Credit Association of

Alameda County v. Commissioner, 90 Fed. (2d) 47;

Northwestern Municipal Association, Inc. v. United

States, 99 Fed. (2d) 460; Park West-Riverside As-

sociates, Inc. V. Helvering, 110 Fed. (2d) 1022 ; Dur-

ham Merchant's Association v. United States, 34

Fed. Supp. 71.

Decision will be entered for the respondent. [99]

Copy

United States Board of Tax Appeals

Washington

Docket No. 106666.

APARTMENT OPERATORS ASSOCIATION,
Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

In a('cor(lance with the Board's report, promul-

gated January 29, 1942, it is

Ordered and Decided that there are deficiencies



vs. Commr. of Int. Bevenue 105

for 1938 of $107.49 in income tax and $103.19 in ex-

cess profits tax.

Entered Jan. 30, 1942.

[Seal] (S) J. E. MURDOCK
Member. [100]

In the United States Circuit Court of Appeals

For the Ninth Circuit

Docket No. 106666

APARTMENT OPERATORS ASSOCIATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION FOR REVIEW OF BOARD DECI-
SION IN THE UNITED STATES BOARD
OF TAX APPEALS

Petition of the Apartment Operators Association

for Review by the Circuit Court of Appeals for

the Ninth Circuit of a Decision by the United

States Board of Tax Appeals.

Taxpayer, the petitioner in this cause, by Ed-

wards Merges, its counsel, hereby files its petition

for review by the Circuit Court of Appeals for the

Ninth Circuit, of the decision of the United States

Board of Tax Appeals rendered January 29, 1942,

46 BTA #31, determining that the petitioner is not
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exempt under the Revenue Act of 1938, Sec. 101

(7), and that it is accordingly lia1)le for Income and

Excess Profits taxes for the year 1938, and respect-

fully shows:

I.

The petitioner is a corporation duly organized

and existing under and by virtue of the laws of the

State of Washington, wnth its principal office in

Seattle, Washington. The petitioner made return

out of which the tax in question arose, to the office

of the Collector of Internal Revenue at Tacoma,

which is within the Ninth Circuit.

11.

The controversy involves the question of whether

or not the petitioner is entitled to exemption under

the Revenue Act of 1938 Sec. 101 (7) as a business

league not organized for profit and no part of the

net earnings of which inures to the benefit of any

private shareholder or individual. [101]

The petitioner is a corporation organized iTuder

the laws of the State of Washington as a non-profit

corporation. It was so incorporated on N()vem])er

3, 1937. Its membership is limited to Apartment

owners and/or operators, and it has no capital stock.

It pays no dividends, and its purpose is to advance

and protect the business interests of its members.

The petitioner advises the membership of tenants

at the request of individual members without charge.

It represents members in negotiations with Unions,

and gives them advice about legislation affecting

their business, and does generally what it can to
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promote the common welfare of its members. It

has a mimeographing machine on which it prints

rental receipts and agreements, and sells them to

members at cost and a small margin. It buys and

sells to its members electric light bulbs at prices

slightly above cost. It published a journal and dis-

tributed it to its members for the purpose of dis-

seminating information regarding apartment opera-

tion. The Journal carried some advertising. The

petitioner has no purpose or intention of making a

profit in its operation and it is maintained through

dues. It has a small surplus which has never been

distributed to the membership.

The respondent assessed Income and Excess Prof-

its taxes for the year 1938 in the amounts of $107.49

and $103.19 respectively.

III.

The said taxpayer association being aggrieved by

the Findings of Fact and Conclusions of Law, and

the Oj^inion of the Board, and by its decision en-

tered pursuant thereto, desires to obtain a review

thereof by the Circuit Court of Appeals for the

Ninth Circuit.

IV.

The petitioner assigns as error the following acts

and omissions of the Board of Tax Appeals:

1. The failure to hold that petitioner is exempt

as a business league under the Revenue Act of 1938,

Sec. 101 (7). [102]

2. The failure to hold that the petitioner is en-
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gaged in a jjusiness not ordinarily carried on for

profit.

3. The failure to hold that the petitioner's pur-

chase of supplies and re-sale to its members is inci-

dental to the main purpose of its existence.

4. The failure to hold that the petitioner is an

organization where the members have a common

business interest organized primarily to advance and

protect the business interests of its members, and

that it is not a cooperative buying organization.

EDWARDS MERGES
Counsel for Petitioner,

1012 Lowman Building,

Seattle, Washington.

(Duly verified.)

[Endorsed] : U.S.B.T.A. Filed Apr. 23, 1912. [103]

Copy

[Title of Circuit Court of Appeals and Cause.]

ACKNOWLEDGMENT OF SERVICE

Wo hereby acknowledge service of a copy of the

Petition for Review of Board Decision in the United

States Board of Tax Appeals, and Notice of Filing

the same, in the above entitled cause. April 18,

1942.

(S) J. P. WENCHEL-W
Chief Counsel of the Bureau

of Internal Revenue, Wash-

ington, D. C.

[Endorsed] : U.S.B.T.A. Filed April 23, 1942.[104]
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[Title of Circuit Court of Appeals and Cause.]

ASSIGNMENTS OF ERROR

Petitioner assigns as error the following facts and

omissions of the Board of Tax Appeal

:

1. The failure to hold that petitioner is exempt

as a business league under the Revenue Act of 1938,

Sec. 101 (7).

2. The failure to hold that the petitioner is en-

gaged in a business not ordinarily carried on for

profit.

3. The failure to hold that the petitioner's pur-

chase of supplies and re-sale to its members is inci-

dental to the main purpose of its existence.

4. The failure to hold that the petitioner is an

organization where the members have a common

business interest organized primarily to advance and

protect the business interests of its members, and

that it is not a cooperative buying organization.

Dated this 28 day of April, 1942.

EDWARDS MERGES
Attorney for Petitioner.

Service of a copy of the within assignments of

error is hereby admitted this 23rd day of June, 1942.

J. P. WENCHEL-W
Chief Counsel, Bureau of In-

ternal Revenue,

Counsel for Respondent on

Review.

[Endorsed]: U.S.B.T.A. Filed Jun. 23, 1942. [105]



110 Apartment Operators Association

United States Board of Tax Appeals

Washington

Docket No. 106666

APARTMENT OPERATORS ASSOCIATION,
Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD

I, B. D. Gamble, clerk of the U. S. Board of Tax

Appeals, do hereby certify that the foregoing pages,

1 to 106, inclusive, contain and are a true copy of

the transcript of record, papers, and proceedings on

file and of record in my office as called for by the

Praecipe in the appeal (or appeals) as above num-

bered and entitled.

In testimony whereof, I hereunto set my hand and

affix the seal of the United States Board of Tax Ap-

peals, at Washing-ton, in the District of Columbia,

this 1st day of July, 1942.

[Seal] B. D. GAMBLE
Clerk, United States Board of

Tax Appeals.
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[Endorsed]: No. 10203. United States Circuit

Court of Appeals for the Ninth Circuit. Apart-

ment Operators Association, a corporation, Peti-

tioner, vs. Conunissioner of Internal Revenue, Re-

spondent. Transcript of the Record. Upon Petition

to Review a Decision of the United States Board of

Tax Appeals.

Filed July 24, 1942.

PAUL P. O'BRIEN
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.

In the United States Circuit Court of Appeals

For the Ninth Circuit.

No. 10203

Docket No. 106666.

APARTMENT OPERATORS ASSOCIATION,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

POINTS TO BE RELIED ON UPON APPEAL

Comes now the petitioner, and notes herewith the

following points upon which he intends to rely on

appeal

:

1. That the petitioner is exempt as a business

league under the Revenue Act of 1938, Section 101

(7).
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2. That the petitioner is engaged in a business

not ordinarily carried on for profit.

3. That the petitioner 's purchase of supplies and

re-sale to its members is incidental to the main pur-

pose of its existence.

4. That the petitioner is an organization in

which the members have a common business interest,

organized primarily to advance and protect the busi-

ness interests of its members.

Dated this 5th day of August, 1942.

EDWAEDS MERGES
Attorney for Petitioner.

[Endorsed] : Filed Aug. 8, 1942.

[Title of Circuit Court of Appeals and Cause.]

DESIGNATION OF PARTS OF RECORD TO
BE PRINTED

Comes now the petitioner, and designates the fol-

lowing portions of the record to be printed:

1. Petition.

2. Answer.

3. Transcript of Hearing.

4. Findings of Fact and Opinion.

5. Decision.

<). Petition for Review.

7. Assignments of Error.

Dated this 5th day of August, 1942.

EDWARDS MERGES
Attorney for Petitioner.

[Endorsed]: Filed Aug. 8, 1942.
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No. 10203

IN THE
UNITED STATES

CIRCUIT COURT OF APPEALS
For the Ninth Circuit

APARTMENT OPERATORS ASSOCIATION,
a corporation, Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITIONER'S OPENING BRIEF UPON PETI-
TION TO REVIEW DECISION OF THE

BOARD OF TAX APPEALS.

JURISDICTION

This is a proceeding to review a decision of the

United States Board of Tax Appeals (46 B. T. A. No.

31) determining that the petitioner is not exempt under

the Revenue Act of 1938, Sec. 101 (7), and that it is

accordingly liable for income and excess i3rofits taxes

for the year 1938.

Froni respondents determination of proposed defi-

ciency, an appeal was taken to the Board of Tax Ap-

peals under Sec. 272 (a) (1) I.R.C.



Petitioner is a corporation duly organized and ox-

istino; under and by virtue of the laws of the State of

Washington, with its principal office in Seattle, Wasli-

ington, and filed its income tax return for t.he year 1938

with the collector of Internal Revenue at Tacoma,

Washington, within this Circuit. The decision of the

Board was entered January 30, 1942, (Tr. 104-105).

This petition for review was tiled April 23, 1942 (Tr.

108). This Court has jurisdiction under Sections 1141

and 1142 I. R. C.

STATEMENT OF THE ISSUES

Tlie petitioner presents the following questions of

law arising upon the facts as found by the Board of

Tax Appeals, or established by the record

:

1. Is the petitioner exempt from income tax

by virtue of Sec. 101 (7) of the Revenue Act of

1938, which exempts from taxation business leagues

.... not organized for profit, and no part of the

net earnings of which inures to the benefit of any

private shareholder or individual?

2. Altho organized as a non profit business

league, does the purchase and sale to its meml)ersj

of merchandise, and the publication and distribu-

tion to its members of a trade journal, change the

corporation to a profit organization?

3. Are dues paid by members to defray ex-

penses of a business league, income within the

meaning of the Intei'unl Ixcvenue Statute?



STATEMENT OF FACTS
The petitioner is a noii profit organization formed

under Section 3888 and subsequent sections of Rem-

ington's Revised Statutes of Washington relating to

corporations not formed for profit, (Tr. 12). Its ar-

ticles of incorporation (Tr. 48-54) define its objects

and purposes as follows:

"The objects and purposes for which t,his cor-

poration are formed are as follows:

" (a) To provide a mutual benefit organization
not operated for profit, for the purpose of gather-
ing and distributing facts, data, and information
relative to the ownership, operation, and general
conduct of apartment houses and the apartment
house business in general, for the use and benefits

of its members and for public dissemination.

"(b) To provide a meeting place, office and
other facilities which are deemed necessary or de-

sirable in the handling of its affairs and for use
and benefit of its members.

"(c) To handle goods, wares and merchandise
required by its members, and to render service

and counsel, and assistance to its members, and
generally to assist them in control of their finan-

cial and economic interests and stabilization of the

industry.

"(d) To own, operate, publish, manage and dis-

tribute any publication deemed advisa])le, and par-

ticularly the magazine known as the 'Apartment
Journal' in accordance with the law governing
such pu})lications, and in connection tlierewith to

employ agents to conduct and handle the same, sell

advertising space therein, and to do all things

deemed necessary or expedient in coimection there-

with.

"(e) To encourage and assist in the organiza-

tion of apartment house owners and operators in

the State of Washington."



The articles also deiiiie in part the powers, riojhts

and iDrivileges of said corporation under the laws of

its incorporation as follows:

(j) To establish, accunuilate, and operate a

surplus fund from any of its operations, includ-

ing: Meinl)ers' fees, charges and dues; and ser-

vices rendered members and suj^plies purchased
and handled for its members; and to distribute

sucli fund to meml)ers in accordance with the jjro-

visions of its By-laws.

The trial Examiner in his findings of fact (Tr. 101-

103), after setting out the foregoing quotations, in-

cluding several others, says:

"Petitioner exercised substantially all the fore-

going functions. It acted as a clearing house for

information al)Out tenants, about the operation of

apartment houses, and about legislation atfecting

the business; it gave counsel and advice, and did

what it could to promote the common welfare of

the members. On its own machine, it printed spe-

cially designed forms, such as rent receipts and
rental agreements for use in its locality and sold

them to members at cost, plus a small margin, the

price being less than a member would ordinarily

pay if he w^ere independently to have the forms
printed. It gets information about prices and buys
articles, such as electric light bulbs and other elec-

trical equipment, for its members in larger quan-
tities and at lower unit prices than they would
ordinarily pay, and sells tliem to the mem])ers at

prices slightly above cost. In 1938 it liought at a

36 per cent discount and sold to its niem])ers at 32

percent discount. Tlie i)i'ice does not include any
portion of overhead expenses, such expenses, as

for reiit, furniture, equi])nient, and salai'ies, beiuL:;

])aid entirely out of dues. In 1938 it publislied a

journal and distributed it among its niem])ers. By
this means it disseminated information more in-

ex])ensively tlian by lettei" or ]iamphlet. The jour-

nal carried advertising of supply houses, light and



power, cind telephone eoinpanies ; it did not pay for
itself, and was discontinued in 1939. It represents
members in labor disputes, and negotiations and
hearings are held in its rooms.

"Petitioner has no purpose or intention of
making a profit, but it tries to have a small surplus
to assure its continuance. It maintains a general
fund comprising all its receipts, including dues
and sales and advertising receipts, and from it

payment is made of all expenses, such as salaries
and equipment. In 1938 the fund grew and then
remained stationary.

"As shown by its 1938 return, petitioner's gross
receipts were $10,814.17, comprised of dues $6,943,
journal $2,519.09, and merchandise sales $1,352.08

;

and its expenses were $9,873.08, comprised of gen-
eral expense $3,641.96, journal $4,604.96, and mer-
chandise purchases and expenses $1,626.16."

The records of the corporation were analyzed dur-

ing the proceedings, before the Trial Examiner, after

counsel for respondent claimed

:

"It is the position of the respondent that the
petitioner is engaged in business and in the type
of business normally carried on for protit.

"I think the evidence will show that it bought
and sold merchandise at a profit ; that it published
a journal and accepted advertising in that publi-
cation.

"Now those are operations that are normally
carried on at a profit. They claim a defieiencv iu
that basis." (Tr. 17).

The details of the purposes and operations of the

petitioner corporation are found in the testimony of

Harry T. Williams (Tr. pp 11-30). These details great-

ly abbreviated are

:
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Petitioner incorporated as a non-i)rof1t or<2jani7,a-

tion; gathered and disseminated information relatixe

to apartment house business, studied legislation, pre-

pared reports of tenants, printed forms peculiar to

apartment house operation, aided members in pur-

chasing supplies from dealers, and from time to time

published a journal for members, and acquired a sur-

plus fund to act as a "cushion" sufficient to cover oper-

ating expenses for a period not to exceed four montlis.

E. J. Miner, a certified public accountant, prepared

an audit and report of petitioner's business for the

year 1938. This report is set forth in petitioner's Ex-

hibit No. 2, (Tr. 78-82). Exhibit 1 of this report (Tr.

80) is a sunmiary of receipts and disbursements:

"EXHIBIT 1

Apartment Operator's Association

Cash Receipts and Disbursements

Year Ended December 31, 1938.

Cash Balance, January 1, 1938 $1,209.06

Casji Receipts:

Membership Dues $6,943.00

Journal Advertising 2,519.09

Cash sales of Supplies 733.33 V Sales

Collection on Supplv Accounts
Receivable

.* 618.75 10,814.17

12,023.23

Cash Disbursed—Exhibit 2 10,456.82

Cash on Hand and in Bank,
December 31, 1938 1,565.41

(Pencil Notation) 1,209.06

(Pencil Notation) 356.35



Note : There was also Cash in Bank in the amount

of $241.00 representing Legislative Fund Assessments

collected. During January 1939 a separate bank ac-

count was opened for this fund.

Exhibit 2 of this report gives the details of dis-

bursements totaling $10,457.82, and further arranges

departmental operations showing a surplus from dues

of $1,868.66, and a loss from the journal publication of

$899.33, and a loss on the sale of merchandise of

$612.98, leaving a net income per books of $356.35. (Tr.

80-81).

The surplus fund on January 1, 1938, amounting to

$1,209.06 and on December 31, 1938, amounting to

$1,565.41 (Tr. 80), was never distributed according to

the testimony of Harry T. Williams, on redirect ex-

amination (Tr. 24).

"Q. And has any of this general fund ever
been distributed to anyone?

A. No sir."

The only two items which respondent claimed con-

stituted profit are referred to in the findings of fact,

and are sumrnarized in the last six lines thereof as fol-

lows:
''Journal receipts $2,519.09;

Journal expenses $4,604.96;

Merchandise sales, $1,352.08;

Merchandise purchases and
expenses, $1,626.16."
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SPECIFICATIONS OF ERRORS TO BE URGED

Petitioner assigns the following errors by the Board

in its decision:

1. Failure to hold that petitioner is exempt as a

])usiness league under the Revenue Act of 1938 Sec.

101 (7).

2. Failure to hold that the petitioner is not engaged

in a business ordinarily carried on for profit.

3. Failure to hold that the petitioner's purchase of

supplies and re-sale to its members is incidental to the

main purpose of its existence.

4. Failure to hold that the petitioner is an organi-

zation where the members have a common business in-

terest organized primarily to advance and protect the

])usiness interests of its members, and that it is not

a cooperative buying organization.

SUMMARY OF THE ARGUMENT

The facts support the findings of fact by tlie Trial

Examiner, that petitioner was organized as a non profit

business league. The undisputed facts disclose that

])etitioner committed no act to change its status to a

profit corporation,—in fact, it meticulously carried out

its original purposes, and was thus entitled to its ex-

emptions under Sec. 101 (7) of the Revenue Act. The

corporation, in fact, made no profit in 1938, and mem-

bership dues are not taxable income.



ARGUMENT
A.

Petitioner was organized as a non profit business

league, without capital stock, and no part of net earn-

ings inured to any private shareholder or individual.

The Board erred in holding that petitioner was not

exempt as a business league within the meaning of the

Revenue Act of 1938. The record, we contend, clearly

shows that petitioner is a business league not organized

for profit and that no part of its net earnings have ever

inured to the benefit of any member, and furthermore,

there is no intention that that will ever inure in the

future for that purpose.

Sec. 101 (7) of said Revenue Act reads as follows:

"Business leagues, chambers of commerce, real

estate boards, or boards of trade, not organized for
profit, and no part of the net earnings of which
inures to the benefit of any private shareholder or

individual.
'

'

A Washington corporation organized under the non

profit statute is a business league within the meaning

of said section.

If the purpose to engage in such a business is only

incident or subordinate to the main or principal pur-

pose required by statute, the exemption cannot be de-

nied on the ground that the purpose is to engage in

such a business. In the cases cited by the member of

the Board of Tax Appeals, in his opinion in support of

his decision, the purpose to engage in a regular busi-
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ness of a kind ordinarily carried on for profit was not

incidental to the purpose required by statute.

In determining whether a purpose to engage in a

regular business of a kind ordinarily carried on for

profit is merely incidental or subordinate, each case

must stand on its own facts, and no rigid rules may

be established as a gauge.

To entitle a business league to exemption, two con-

junctive requirements must be met (1), it must not

be organized for profit, and (2), no part of its net

earnings must inure to the benefit of any private share

holder or individual. If it fails to meet both of these

tests, it is not exempt. If it meets them, it is exempt.

Petitioner was organized as a non profit corpora-

tion under the Statutes of the State of Washington

and so found by the trial examiner. (Tr. 102-103). The

pertinent sections of such statute provide:

"Sec. 3888 Purpose. Corporations may be

formed under the provisions of this chapter for

any lawful purpose except the carrying on a busi-

ness, trade, avocation or ]irofessiou for profit."

Under the laws of Washington, the petitioner is

in good standing and is functioning according to its

Article By-laws and statutes. The corporate set up

is exactly in line witli tlic statute. It logically follows

that unless the petitioner violates tlic very statute

which breathes life into it, it cannot engage in a profit

making enterprise, nor distribute any net earnings to

its members. There is no evidence of such violation,

—



11

in fact, the record s]iows that the petitioner has not

in any way violated the statute under which it is

formed. The statute specifically contemplates the fur-

nishing of supplies to members of non profit corpora-

tions. Section 3893 of said code says in part:

"The corporation may by its by-laws provide
.... the charges which may be made for services
rendered or supplies furnished the members of the
corporation by it. . .

."

The statute also contemplates such things as a sur-

plus fund and the publication of a journal. Section

3893 continues to list fimctions of non profit corpora-

tions that may be provided for as follows:

" .... the formation of a surplus fund and the
manner and proportions in which such surplus
funds shall be distributed, either upon the order of

the corporation or upon its dissolution, and gen-
erally all such other matters as may be proper to

carry out the purpose for which the corporation
was formed."

There is absolutely no evidence that the petitioner

was formed for profit or that it has ever distributed

either money or goods as dividends among its members.

It is clear from the testimony that the petitioner was

only a group of apartment operators banded together

for the sole purpose of assisting each other to more

efficiently operate their buildings. The amount of

goods (mostly receipt books and electric light globes)

purchased by the petitioner and sold to its members

at a slight mark-up, is so small that such purchase and

distribution is merely incidental or subordinate to the
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purposes permitted by statute. Tlic Journal is dcai'ly

the most practical and eeouoiuical way of* disseminat-

ing information regarding apartment operation aniono-

the members, and the acceptance of advertising to

lielp defray tjie expense of publication is merely the

means of making the dissemination of information as

economical as possible.

The respondent contended that the services in the

case at bar showed that the petitioner was engaged in

business for proiit and was accordingly barred from

exemption and the Board of Tax Appeals sustained

him in his contention. This position is, however, not

sustained by the evidence, the Findings of Fact, or by

the conclusions drawn from the findings of fact. A
Washington Corporation organized under the non

profit statute, is a business league within the meaning

of Sec. 101 (7) of the Revenue Act, where no part of

the net earnings inures to the benefit of any private

shareholder or individual. This position avc believe

is fully sustained hy the authorities dealing witli the

subject.

Crooks r. Kansas (^iff/ Haf/ Dealers Associa-

tion, 37 Fed. (2d) 83

was brought to recover from the Collector of Internal

Revenue income tax, for wliicli rebate liad l)een re-

fused. The trial court allowed recovery, and the Col-

lector appealed. In affirming tlie trial court the Appel-

late Court said

:

"Was the association organized for profit I The
by-laws provide certain charges for specific services
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to be performed for the meinbers such as weighing,
plugging, and watching cars of hay. Provision is

made for the sale of loose hay that may be on the

tracks. All of these collections go into a general

fund. Out of these things, including assessment of

some fines, the association in 1924 had a net profit

of $3,211.48, which included an item of interest

from bank deposits, and an invested return sur-

plus of some $1,000.00, wliich it had at that time ac-

cumulated. Upon these facts appellant builds its

argument that the association is organized for

profit.

"It is unquestioned that the fees received from
weighing, plugging and watching services have in

some years produced a profit to the association,

while in other years there has been a deficit ....
tlie more fact that an association of this character

may receive some income and arrange that income
so as to carry on its work is no proof tliat it is or-

ganized for the sake of pl'ofit.

"It has been the experience of the association

that the fees realized from these services exceeded
the costs of the service, and the surplus over and
above the amount actually expended to maintain
the service, went into the general fund of the as-

sociation, and was used wholly in furtherance of

the objects and purposes thereof, and no part of

said fund has inured to t.he benefit of any member
of the association, or any other individual, but

such fund must be used solely and exclusively in

furtherance of the objects of the association in ac-

cordance with its constitution and by laws. In the

examination of the Articles of Incorporation and
by-laws of the Association, nothing can be found
to substantiate any theory that this organization

was organized and conducted for profit."

B.
The publication and distribution of a trade journal,

and occasional purchase and sale of merchandise, was

merely incidental and the corporation in fact made no

profit.
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Snntee Chih v. White, Former Collector of In-

ternal Revenue, 87 Fed. (2d) 5

was an action brought to recover income taxes assesscnl

and paid under the Revenue Act. The Santee Club was

organized under the Membership Corporation Law of

New York, which was not applicable to corporations,

*' organized for pecuniary profit." One of the objects

of the corporation, as set forth in its constitution was

:

"To raise such plantation, farm and garden products

u,'pon real estate owned by the club, as the club may

desire, and to sell or otherwise dispose of the same."

In the opinion of the Appellate Court affirming the

lower court, which allowed recovery, is the following

language

:

"The exemptions are accorded to specific cor-

porations, not to specified transactions .... In

order to be within the exemi)tions it must appear,

as the District Judge said, that the club in ques-

tion was (1) organized exclusively for pleasure,

recreation and otlier non-profitable purposes; (2)

that it had been operated exclusively for sucli pur-

pose; and (3) that no part of its net earnings

inured to the hejiefit of its shareholders. . . .

"We think it clear that considering the pro-

visions of the Certificate of Incorporation, and of

tlie constitution of the club, in connection with the

Statute under which tlie club was organized, it

is clearly apparent that tlie clul) was organized

for non profitable purposes. Tlie last clause in the

3d object 'and to sell or otherwise dispose of the

same,' which is relied on liy the Government, re-

fers, we think, to a disjjosal of surplus i)rodu('ts,

not to a purpose of engaging in tlie business of

raising products in a conmioiN-ia] way."
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As the the sale of the real estate, the Court held it

was incidental to the general purposes of the club,

citing in support of its position, Lederer v. Cadwnla-

(Irr, 274 Fed. 753. as follows

:

"A single, isolated activity .... does not con-

stitute a trade, business, profession, or vocation."

In appeal of Waynesboro Manufacturers' As-
sociation, 1 B.T.A. 911

the taxpayer claimed exemption from tax under the

Revenue Act of 1918, as a "business league .... not

organized for profit, and no part of the net earnings

of which inures to the benefit of any private stock-

holder or individual." The taxpayer was an unincor-

porated association. In its constitution is the follow-

ing provision:

"This association shall not be conducted for

profit, but shall be maintained by fees, subscrip-

tions and savings effected by collective buying
;
pro-

vided that when a working capital of $25,000.00

is accumulated, these fees, etc., shall be reduced so

that tjiey shall cover only the running expenses of

the association."

In that case, according to the opinion, both parties

agreed the taxpayer was a business league, but they did

not agree it was one not organized for profit, and no

part of the net earnings of which inures to the benefit

of any private stockholder or individual, and therefore

exempt by the statute. The opinion was written by

Honorable John M. Sternhagen, one of the members

of the U. S. Board of Tax Appeals, and the member

before wjiorn the case at bar was tried, and from whose

judgment this appeal was taken.
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After citing and quoting from Trinidad v. Sagnida

Orden, 263 U. S. 578, 68 L. Ed. 458; 44 S. C.L -204,

the trial tribunal reversed tlie Commissioner, saying':

"Looking at the constitution of the tax payer,

it appears not alone from its affirmative statements
of i)urposes anil objects, but by an expressed in-

hibition that it 'sliall not be conducted for proht/
It may acquire a working capital of $25,000.00, ])ut

this is not the avowed purpose of its creation. Such
working capital is only for the purpose of enabling
it to fulfill its non profit functions. And the evi-

dence does not contain any facts which would in-

dicate that actually the association was conducted
for profit. It had earnings, but the Supreme Court
in the Trinidad case clearly said that Congress
contemplated this, and that net income does not
take the organization out of the Statute. We think
the tax payer is a Inisiness league not organized
for profit. . . .

"The second question is as to the destination

of the income—whether any j^art inures to the
benefit of any private individual. This is a ques-

tion of fact to be determined upon evidence ....
Here, however, the Commissioner agrees that the

taxpayer retained for its own use its earnings. No
part thereof inured to the benefit of any indi-

vidual. Thus the statutorv qualiftcations are fullv

met.''

We quote from the syllalius in Kiitf/ County In-

surance Association , petitioner v. Commissioner of In-

ternal Revenue, respondent, 37 B. T. A. 288

which sets forth the facts therein succintly

:

"Petitioner is a 'trade association,' organized
under the laws of the State of Wasliington, as a

non profit organization. Its membershii) is com-
posed of agents of various insurance companies
writing fire aiid liability insurance in King County,
Wasliington. In oi-dcr 1n meet <m ])ar1 of overhead
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expenses, the members turn over to the association

the business of writing policies upon the Port of

Seattle, Seattle School District, and King County
Hospital, and the Olympic Hotel, which was con-

structed upon state lands. The dues of the mem-
bers were thereby reduced. Held, that the peti-

tioner is a business league, exempt from income
tax, under Sec. 103 (7) of the Revenue Acts 1928

and 1932.

This proceeding was brought before the Board of

Tax Appeals for the redetermination of deficiencies

and penalties for delinquency in filing returns. The

first question presented therein was whether or not

the petitioner was a business league, exempt from in-

come tax.

In its opinion, the Board said:

"There can be no question but that the peti-

tioner qualifies as a business league, exempt from
income tax for 1931 and 1933, the taxable years
involved in this proceeding, unless it is barred
from such exemption by reason of the fact that

it acted as agent in writing insurance policies on
so-called 'public business.'

"The respondent contends that by reason of

this fact, the petitioner engaged in business for

profit, and is accordingly barred from exemption.

The evidence show^s, however, that the members
waived their commissions upon this public lousi-

ness in favor of the association, in order to pro-

vide additional revenue for the petitioner's ex-

penses and because it was deemed in the public

interest that there sliould be no comioetition on
the part of the members in the writing of policies

upon municipally owned properties. Tlie members
nevertheless were required to pay dues or ad-

vances, which were rebated only in jjart upon the

receipt by the Association of the commission upon
the pu})lic business."



18

The decision in Inland Empire Rural Electrifica-

tion, Inc., V. Department of Puhlir Service, 199 Wasli.

527; 92 Pac. 528; sustains our contention in the case

at bar.

The Inland Empire, etc., was a corporation created

under the same statute as the petitioner .herein. A
^roup of farmers incorporated it for the purpose of

acquiring electrical energy at cost and selling it to its

members. The Department of Public Service asserted

and exercised jurisdiction over it as though it were a

,>ublic service corporation. The Supreme Court held

it was not under the jurisdiction of the Department of

Public Service, and was pursuing its activities strictly

in accordance with tlie act under which it has been

created. The Department contended that although cre-

ated and purporting to operate under that act, it was

in fact and law a public service corporation. In .hold-

ing that said corporation was not under tlie jurisdic-

tion of the Department of Public Service, the Court

said:

"Respondent was organized under tlie 1907
act and, so fai- as tlie complaint shows, it conducts
its business strictly in accordance with the privi-

leges conferred and the limitations prescribed by
that act. But more important than that is the con-
trolling factor that it has not dedicated or devoted
its facilities to ]niblic use, nor has it held itsell'

out as serving, or ready to serve, the general pul)lic

or any part of it. It does not conduct its o])erations

for gain to itself, or for the ])roHt of investing

stockholders, in the sense in wliich tb(^se terms are
coninionlv uiidei'stood. . . .
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The service, wliieh is supplied only to members,
is at cost, since surplus receipts are returned rat-

able according to the amount of each member's
consumption. There is complete identity of in-

terest between the corporate agency supplying the
service and the persons who are being served. It

is a league of individuals associated together in

corporate form for the sole purpose of producing
and i^rocuring for themselves a needed service at

cost. In short, so far as the record before us in-

dicates, it is not a public service corporation."

A number of cases are cited by the Court in sup-

port of its decision. Tcrminul Taxicah Company v.

'xHtz, 241 U. S. 252; 60 L. Ed. 984; 36 S. Ct.. 583; is

one of them. In that case the question to be decided

was whether or not a corporation, organized by its

charter to carry passengers and goods by automobile,

taxicab and other vehicles, but not to exercise any of

the powers of a public service corporation, was a com-

mon carrier and within the meaning of the Public

Utility Act, and subject to the jurisdiction of the Pub-

lic Service Commission. Of the company, the Court

said:

"It does busness in the district, and the im-
portant thing is what it does, not what its charter

says."

In State ex rel. Silver Lake R. & L. Co. v. Public

Service Commission, 117 Wash, 453 ; 201 Pac. 765 ; the

Court said:

"In our opinion, the question of the character

of the corporation is one of fact and must be de-

termined by the Courts upon the evidence presett-

ed in the record."
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In U. S. V. Brooklyn Terwhid], 2-t9 U. S. 296; 39

Sup. Ct. Rep. 283, 63 L. Ed. 613, the Court said, l)y

Justice Brandeis:

'*We have merely to determine whether Con-
gress, in declaring the Hours of Service Act ap-
])lical)lo Mo any eonmion carrier or carriers, their

officers, agents and employees, engaged in the
transportation of passengers and property by
railroad,' made its prohibitions applicable to the
terminal, and its employees engaged in the oper-
ations were involved. The answer to that ques-
tion does not depend upon whether its charter de-
clared it to be a common carrier, nor upon whether
the State of incorporation considers it such; but
upon what it does."

It is noteworthy that there is absolutely no ques-

tion of good faith or intentional misstatement of fact

anywhere in these proceedings, and the Trial Examiner

in effect so found.

Reexamination of Exhibit I (Tr. 80) also fully

set out on page 6 of tliis brief, shows actual increase in

assets or income for 1938, $356.35, the membership dues

accounting for about two-thirds of the receipts.

It is conceded also, and so found by the Trial Ex-

aminer, that the journal receipts amounted in round

numbers to $2500, and the Journal expense in round

mnnbers $4600. Merchandise sales in round numbers,

$1350.00, and merchandise purchases and expenses,

$1625. By every rule of mathematics and reason, any

surplus must come from tlie membership dues. Under

what tjieory can tliese dues be treated as profit.^ Tlie

answer is, obviously, tliey can not. Tliey were treated



21

and should be treated merely as aecumulated funds for

the purpose of carrying on the ])usiness league.

As we understand the theory of the Board of Tax

Appeals, any surplus might he distributed to members,

but the fact still remains, if was not.

CONCLUSION
For the foregoing reasons, petitioner contends that

the Board erred in determining that for purposes of

Federal Income Tax for the taxable year 1938, it was

not exempt as a business league, not organized for

profit and no part of the net earnings of which inures

to the benfit of any private shareholder or individual,

and that t;lierefore the decision of the Board should be

reversed, with directions to aHow exemption claim by

the petitioner in its return for the taxable year.

Respectfully submitted,

Edwards Merges,

JosiAH Thomas, and

Clarence L. Gere,

Attorneys for Petitioner.
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In the United States Circuit Court of Appeals

for the Ninth Circuit

No. 10203

Apartment Operators Association,

a corporation, petitioner

V.

Commissioner of Internal Revenue, respondent

ON PETITION FOR REVIEW OP THE DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE RESPONDENT

OPINION BELOW

The opinion of the Board of Tax Appeals (R. 93-

104) is reported at 46 B. T. A. 229.

JURISDICTION

This petition for review (R. 105-108) involved fed-

eral income and excess profits taxes for the taxable

year 1938. On December 16, 1940, the Commissioner

of Internal Revenue mailed to the taxpayer notice of

a deficiency in the total amount of $210.68. (R. 3^.)

Within ninety days thereafter and on March 17, 1941,

the taxpayer filed a petition with the Board of Tax

Appeals for a redetermination of the deficiency under

(1)



the provisions of Section 272 of the Internal Revenue

Code. (R. 1-3.) The decision of the Board of Tax

Appeals sustaining the deficiency was entered January

30, 1942. (R. 10^105.) The case is brought to this

Court by petition for review filed April 23, 1942 (R.

105-108), pursuant to the provisions of Sections 1141

and 1142 of the Internal Revenue Code.

QUESTION PRESENTED

A single question is presented—whether the tax-

payer was a business league within the provisions of

Section 101 (7) of the Revenue Act of 1938 and, ac-

cordingly, exempt from income and excess profits taxes

during the year 1938.

STATUTE AND REGULATIONS INVOLVED

Revenue Act of 1938, c. 289, 52 Stat. 447

:

Sec. 101. Exemptions from tax on corpora-

tions.

The following organizations shall be exempt
from taxation under this title

—

*****
(7) Business leagues, chambers of commerce,

real-estate boards, or boards of trade, not organ-

ized for profit and no part of the net earnings
of which inures to the benefit of any private

shareholder or individual

;

*****
Treasury Regulations 101, i)romulgated under the

Revenue Act of 1938

:

Art. 101 (7)-l. Business leagues, chambers
of commerce, real estate hoards, and hoards of
trade.—A business league is an association of



persons having some common business interest,

the purpose of which is to promote such common
interest and not to engage in a regular business

of a kind ordinarily carried on for profit. It is

an oi'ganization of the same general class as a

chamber of commerce or board of trade. Thus

its activities should be directed to the unprove-

ment of business conditions of one or more lines

of business as distinguished from the perform-

ance of particular services for individual per-

sons. An organization whose purpose is to

engage in a regular business of a kind ordinarily

carried on for profit even though the business is

conducted on a cooperative basis or produces

only sufficient income to be self-sustaining, is not

a business league. An association engaged in

furnishing information to prospective investors,

to enable them to make sound investments, is not

a busmess league, since its activities do not fur-

ther any common business interest even though

all of its income is devoted to the purpose stated.

A stock exchange is not a business league, a

chamber of commerce, or a board of trade within

the meaning of the law and is not exempt from

tax.
STATEMENT

The facts as found by the Board of Tax Appeals

(R. 93-103) and as established by the undisputed evi-

dence in brief are as follows

:

The taxpayer was formed in 1924 as a voluntary

association of apartment owners under the name of

Apartment Operators Association. (R. 49.) On

November 3, 1937, it was incorporated mider the laws

of the State of Washington relating to non-profit cor-



poratioiis. Its membership is limited ^to owners of

three or more rental units of a certain classification in

Seattle and King County, Washington. (R. 56, 93.)

It has no capital stock and it pays no dividends.

(R. 93.)

The objects and purjioses for which taxj)ayer was
formed are stated in its articles of incorporation, as

follows (R. 93-94)

:

(a) To provide a mutual benefit organization

not operated for profit, for the purpose of gath-

ering and distributing facts, data, and infor-

mation relative to the ownership, operation, and
general conduct of apartment houses and the

apartment house business in general, for the use

and benefits of its members and for public dis-

semination.

(b) To provide a meeting place, office and
other facilities which are deemed necessary or

desirable in the handling of its affairs and for

use and benefit of its members.
(c) To handle goods, wares and merchandise

required by its members, and to render service

and counsel, and assistance to its members, and
generally to assist them in control of their finan-

cial and economic interests and stabilization of

the industry.

(d) To own, oi)erate, publish, manage and dis-

tribute any publication deemed advisable, and
particularly the magazine known as the ''Apart-

ment Journal" in accordance with the law
governing such ])ublications, and in connection

therewith to enii)loy agents to conduct and
liandle the same, sell advertising space therein,

and do ,ill things deemed necessaiy or expedi-

ent in comiection therewith.



(e) To encourage and assist in the organi-

zation of apartment house owners and operators

in the State of Washington.

The following summary of provisions of articles of

the by-laws are illustrative of the functions of the tax-

payer as set out in its articles of incorporation

:

1. A legislative committee is provided for to keep in

touch with legislative bodies of the city, county and

state, in order to protect the best interests of the mem-

bers of the apartment industry. (Art. XII, Sec. 5 (a) ;

R. 96-97.)

2. A rental committee is provided for to keep in touch

with the "rental situation so that the members may be

kept advised of the true condition as to vacanciesi,

rentals, the trend of supply and demand, and all such

information as may be of value to the Association in

rendermg accurate service to its members. '

' (Art. XII,

Sec. 5 (e) ; R. 97.)

3. A supplies and services committee is provided

for to supervise supplies furnished and services ren-

dered to members, and to fix prices thereof, subject to

the approval of the board of trustees. (Art. XII, Sec.

5 (h) ; R. 97.)

4. An official publication of the taxpayer is estab-

lished and known as "Apartment Journal," to be man-

aged by the board of trustees, under the direct

management of the executive secretary to be known as

the managing editor. (Art. XIII; R. 98.)

5. It is provided that the board of trustees, which

has power to authorize the purchase and otherwise ac-

quire "any and all kinds of supplies, goods, wares, and
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merchandise used or useful by its members in connec-

tion with their business, consolidating such purchases

in their discretion in quantity purchases, in harmony

with members' requirements, or orders and withdrawals

therefrom, for the purpose of obtaining wholesale prices

and reductions; and to dispose of, handle, transport,

store, warehouse, sell and deliver same to the members

of this Association, as required by them; and to fix

the price thereof and charge and collect of such mem-

ber such cost of same plus a service charge or fee for

so handling the same; and to set aside any profits

derived therefrom in a surplus fund to be established

by resolution of the Board of Trustees." (Art. XV,
Sec. 1; R. 98-99.)

6. It is provided that the association will employ

and furnish to its members the services of ''individuals

for apartment shopping, and any other service for

which there is deemed a general or pressing demand, at

the actual cost of such service plus a service charge

therefor to be fixed by resolution of the Board of

Trustees. " (Art. XV, Sec. 2 ; R. 99.)

7. It is provided that there shall be a labor relations

committee for "the purpose of dealing with labor unions

and settling labor disputes between the members and

their employees." The committee is to negotiate with

labor unions for agreements covering uniform practices

and standards of hours and wages applicable to the dif-

ferent types of buildings and employment in the apart-

ment industry. The conmiittee is also to hear disputes

and complaints arising between any member and em-

ployee. (Art. XVII; R. 100-101.)



The articles of incorporation provide in Section

VII (j) that the corporation shall have power (R. 95) :

To establish, accumulate, and operate a surplus

fund from any of its operations, including:

Members' fees, charges and dues; and services

rendered members and supplies purchased and

handled for its members ; and to distribute such

fund to members in accordance with the pro-

visions of its By-laws.

The counterpart of this provision in the by-laws is

contained in Article XVI, which provides that the

board of trustees by resolution may establish a surplus

fund, into which shall be i^aid and deposited (R. 100)

—

all monies and monetary profits received from
fees, dues, service charges, journal advertising

and from any other source or sources which are

not deemed necessary to retain in the commer-
cial banking account of the Association to meet

the operating expenses thereof and for working

capital. Such surplus fund shall be jointly

owned by all of the members of the Association

as such in good standing, but such funds shall

be subject to the exclusive control, use, disposal

and disbursement by the Board of Trustees.

Section 2 of this article provides (R. 100) :

In its discretion, the Board of Trustees may
use this fmid or any part thereof to acquire and

establish an office, meeting place, and other

facilities for the handling of the business of the

Association, and otherwise for the use and bene-

fits of its members, and may distribute such

fund, or any part thereof, pro-rata to the mem-
bers of the Association in good standing, con-
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tributing to the source of such fund through the

purchase of supplies handled or contracted for

by the Association.

The Board of Tax Appeals found that the taxpayer

exercised ''substantially all the foregoing functions"

and specifically enumerated the following (R. 101-

102):

1. It acted as a clearing house for information about

tenants and about the operation of apartment houses

and legislation affecting the business.

2. It gave counsel and advice and did what it could

to promote the common welfare of the members.

3. It printed specially designed forms such as rent

receipts and rental agreements on its ow^i machine and

sold them to members at cost, plus a small margin.

The price was less than a member would ordinarily pay

if he were to have the forms printed independently.

4. It secured information about prices and bought

articles such as electric light bulbs and other electrical

equipment in larger quantities and at lower units prices

than the members would ordinarily pay, and sold them

to the members at prices slightly above cost. In 1938

it bought at a 36% discount and sold to its members

at 32%.

5. In 1938 (the taxable year) it published a journal

and distributed it among its members. This method

of disseminating infomiation was less exi:)ensive than

by letter or pamphlet. The journal carried advertis-

ing of apartment supply houses, light and power and

telephone companies. The Board found that the

journal did not pay for itself and was discontinued in

1939. The record indicates that an important reason



for discontinuing the journal was the belief that its

publication might subject the taxpayer to income tax

liability. (R. 16.) While the journal did not pay for

itself, as the Board found, it did save the taxpayer a

considerable sum of money in the dissemination of in-

formation to its members, as indicated by the fact that

the dues were greath^ increased after the discon-

tinuance of the journal, due to the large increase in

postage and the nmnber of letter which were sent by

the taxpayer contaming information which previously

had been contained in the journal. (R. 29.)

6. It represented members in labor disputes, and

negotiations and hearings w^re held in its rooms.

The Board found that the taxj)ayer has no purpose

or intention of making a profit but that it strives to

achieve a small surplus to assure its contmuance, and

that it maintains a general fund comprising receipts

from all sources, which include dues, sales and adver-

tising receipts, from which it pays all expenses. Dur-

ing 1938 the fund increased but has remained station-

ary since. (R. 102.)

The taxpayer's 1938 return indicates gross receipts

of $10,814.17, consisting of dues, $6,943, journal,

$2,519.09, and merchandise sales, $1,352.08; its expenses

were $9,873.08, comprised of general expenses,

$3,641.96, journal, $4,604.96, and merchandise pur-

chases and expenses, $1,626.16. (R. 102-103.)

SUMMARY OF ARGUMENT

The settled tests of w^hether a non-profit trade

association is a tax exempt business league are (1)

whether the association carries on a regular business of
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a kind ordinarily carried on for profit or perfomis par-

ticular services for individual persons, and (2) whether

any of the net profits of the organization inure to the

benefit of individual members.

The taxpayer here regularly carried on numerous

activities of a kind ordinarily carried on for profit or

which constituted services for individual persons.

These included printing forms, purchasmg and resell-

ing supplies, arranging for direct purchases by mem-

bers at a discomit, supplying credit information,

supplying an apartment shopping sei-vice, settling con-

troversies between individual members and labor un-

ions, and publishing and distributing a journal. Some

of these activities are of a kind ordinarily carried on

for profit and all of them contained the conmion factor

of service to the taxpayer's members as a convenience

or economy in their business. Together they formed

the major phases of the taxpayer's operations and car-

ried out a formally announced and continumg object to

improve the condition of apartment owners individ-

ually. They were not, therefore, incidental. More-

over, the Board of Tax Appeals' various findings

concerning the aforesaid specific activities of a non-

exempt nature engaged in by the taxpayer together with

its failure to find more than one non-exempt activity

are findmgs of fact binding on this Court since they are

supported by substantial evidence and are not based

on an erroneous rule of law.

Since taxpayer is engaged in a business of a kind

normally carried on for profit and in performing serv-

ices for individual members, it is unnecessary for the
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Court to decide whether the net profits inured to the

benefit of individual members. The failure of the tax-

payer to bring himself within one of the categories,

even though he is within the other, defeats exemption.

But here the taxpayer is within neither. Net profits

inured to the benefit of individual members, since earn-

ings were available for use in advancing the purposes of

the association which directly benefit the members in-

dividually, and the surplus fund could be distributed

to the members at any time.

ARGUMENT

The taxpayer is not exempt from income and excess profits

taxes under Section 101 (7) of the Revenue Act of 1938

Section 101 (7) of the Revenue Act of 1938 provides

for the exemption from taxation of

:

Business leagues, chambers of commerce, real-

estate boards, or boards of trade, not organized

for profit and no part of the net earnings of

which inures to the benefit of any private share-

holder or individual

;

The taxpayer claims exemption under this section as a

business league. (Br. 9.)

The decisions of this and other federal courts make

clear that the taxpayer may qualify as an exempt

organization only if (1) it is not organized for profit,

(2) it is not engaged in a regular business of a kind

ordinarily carried on for profit and if it is semi-civic

in nature, having for its primary purpose the advance-

ment of the interests of the community or improvement

of the conditions and standards of a particular trade

or business, rather than the convenience or economic
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interests of its members, and (3) its net earnings do

not inure to the benefit of its members. Retailers

Credit Ass'n v. Commissioner, 90 F. 2d 47 (CCA. 9tli)
;

Northwestern Municipal Ass'n v. United States, 99 F.

2d 460 (CCA. 8th) ; Uniform Printing & S. Co. v. Com-

missioner, 33 F. 2d 445 (CCA. 7th), certiorari denied,

280 U. S. 591 ; Produce Exchange Stock Clearing Ass'n

V. Helvering, 71 F. 2d 142 (CCA. 2d) ; Park West-

Riverside Associates, Inc. v. Commissioner, 110 F. 2d

1022 (CCA. 2d), affirming per curiam unreported

memorandum opinion of the Board of Tax Appeals

dated June 2, 1939; Northtvestern Johhers' Credit Bu-

reau V. Commissioner, 37 F. 2d 880 (CCA. 8th);

Durham Merchant's Ass'n v. United States, 34 F. Supp.

71 (N.C). The taxpayer argues, however, that there

are but two conjunctive requirements for exemj)tion:

(1) it [the taxpayer] ''must not be organized for

profit," and (2) "no part of its net earnings must in-

ure to the benefit of any private share holder or

individual." (Br. 10.) In making this statement

counsel has ignored the provisions of Article 101 (7)-l

of Treasury Regulations 101, promulgated under the

1938 Act:

A business league is an association of persons

liaviug some common business interest, the pur-

pose of which is to jn'omote such common inter-

est and not to engage in a regular business of a

kind ordinarily carried on for profit. It is an
organization of the same general class as a

chamber of commerce or board of trade. Thus
its activities should be directed to the improve-

ment of business conditions of one or more lines
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of business as distinguished from the perform-

ance of particular services for individual per-

sons. An organization whose purpose is to en-

gage in a regular business of a kind ordinarily

carried on for profit even though the business is

conducted on a cooperative basis or produces

only sufficient income to be self-sustaining, is

not a business league.

These provisions have stood in substantially identical

form in previous regulations and through repeated re-

enactments of the statute, and have been uniformly ac-

corded the force of law by this and other Circuit Courts

of Appeals. Retailers Credit Ass'n v. Commissioner,

supra; Uniform Printing <& S. Co. v. Commissioner,

supra, p. 447; Stmset Scavenger Co. v. Commissioner,

84 F. 2d 453, 457 (C. C. A. 9th) ; Park West-Riverside

Associates, Inc. v. Commissioner, supra.

The regulation thus expresses one of the tests enun-

ciated above and the one ignored by taxpayer's two re-

quirements for exemption. An organization to be ex-

empt must be engaged in the improvement of business

conditions of one or more lines of business ; it must not

perform services for individual persons, and it must

not engage in a regular business of a kind normally

carried on for profit.

Counsel for taxpayer has devoted a large portion of

his brief to arguing that since the taxpayer was organ-

ized as a non-profit corporation under the statutes of

the State of Washington (Br. 10)—

It logically follows that unless the petitioner vio-

lates the very statute which breathes life into it,

it cannot engage in a profit making enterprise,

nor distribute any net earnings to its members.
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Counsel, in other words, advances the novel proposition

that if the taxpayer has abided by the terms of the

Washington statute creathig it, it is exempt as a busi-

ness league under the Revenue Act. The position is

so patently erroneous that extended discussion is un-

necessary. As was pointed out at the beginning of the

argument, there are three conjunctive tests of exemp-

tion under Section 101 (7). Of these three, one is that

the organization must not be organized for profit. A
corporation organized not for profit must still establish

that it can meet the other two. Counsel's statement

that the taxpayer ''cannot engage in a profit making en-

terprise, nor distribute any net earnings to its mem-
bers" (Br. 10) without violating the Washington

statute may very w^ell be correct. These are not, how-

ever, the tests of exemption under Section 101 (7).

Thus, Article 101 (7)-l of Treasury Regulations 101

quoted above specifically provides that

—

An organization whose purpose is to engage in

a regular business of a kind ordinarily carried on
for xDrofit even though the business is conducted
on a cooperative basis or produces only sufficient

income to he self-sustaining, is not a 'business

league. (Italics supplied.)

Moreover, counsel states (Br. 11) that Section 3893

of the Washington Code exjjressly contemplates the

furnishing of supplies to members, and the fonnation

and distribution of a surplus fund. Article 101 (7)-l

of the Regulations, however, specifically provides that

an exempt organization may not render services to

individuals. Furthermore, the distribution of net earn-

ings through the distribution of a surplus fund is "net
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earnings" inuring 'Ho the benefit of any * ^ * in-

dividual" as will be developed in part B of the argu-

ment. Clearly, therefore, the Washington statute

specifically contemplates activities of a corporation

directly contrary to the express provisions of Section

101 (7) of the Revenue Act of 1938 and Article 101

(7)-l of Treasury Regulations 101, promulgated there-

under.

A. The taxpayer is predominantly engaged in businesses of a kind normally

carried on for profit and in performing services for individuals so that

it is not an exempt business league within Section 101 (7)

No question arises as to the taxpayer being in form

a business league. But as this Court said in Retailers

Credit Ass^n v. Commissioner, supra (p. 50), "All busi-

ness leagues are not exempt, however. Only those hav-

ing particular purposes, which do not have the prohib-

ited purposes, and which operate in the prescribed

way are exempt." (Italics supplied.) Article 101

(7)-l of Treasury Regulations 101, as noted supra,

declares that the prohibited purposes are ''to engage

in a regular business of a kind ordinarily carried on for

profit" and "the performance of particular services for

individual persons.
'

' This interpretation has been con-

sistently applied as the test of an exempt business

league. Retailers Credit Ass'n v. Commissioner,

supra; Produce Excharige Stock Clearing Ass^n v. Hel-

vering, supra; Park West-Riverside Associates, Inc. v.

Commissioner, sup^^a.

The Produce Exchange case involved a wholly owned
subsidiary of the New York Produce Exchange, which

was formed in order to aid persons trading in securities
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listed on the Produce Exchange to clear their transac-

tions. For the clearing service rendered, a small fixed

charge was made. Tlie amomit of the charge was

originally fixed with a view to just covering expenses,

but in the taxable year receipts had exceeded expendi-

tures by a considerable amount. In holding that the

taxpayer was not exempt from tax on this income as a

"business league'', the Court stated (pp. 143) :

The numerous subdivisions of section 103 of the

Revenue Act of 1928 (26 USCA § 2103) and the

corresponding provisions in the earlier acts,

specify organizations which, in the great major-

ity of instances, are evidently granted exemp-
tion because of the benefit to be derived by the

public from their activities. Cf. Trinidad v.

Sagrada Orden, 263 U. S. 578, 581, 44 S. Ct. 204,

68 L. Ed. 458. There is reason why these should

be favored, but none is apparent for exempting
an association which merely serves each member
as a convenience or economy in his business.

This is the distinction which the Board of Tax
Appeals and the courts have taken in applying

the provision in question to somewhat analogous

situations.

Article 101 (7)-l of Treasury Regulations 101 spe-

cifically expresses these tests as follows

:

Thus its activities should be directed to the im-

provement of business conditions of one or more
lines of business as distinguished from the per-

formance of particular services for individual

persons.

The regulation also provides that an exempt business

league should promote common business interests and
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not *' engage in a regular business of a kind normally

carried on for profit".

Applying these tests to the activities of the taxpayer

disclosed by the record, which were also formally an-

nounced objectives expressed in its articles of incor-

poration and by-laws, it is apparent that at least seven

distinct types of activities are of a character to exclude

the taxpayer from tax exemption. Printing forms and

selling them (R. 101) is a business normally carried on

by printing establishments. Purchasing such supplies

as electric light bulbs and other electrical equipment,

and stationery for resale (R. 101-102) is a business

regularly carried on for profit by retail stores. Ar-

rangements made by the taxpayer, pursuant to which

individual members purchased various supplies di-

rectly from a seller at a discount (R. 102), served the

convenience and economic interests of individual mem-
bers of the taxpayer. Supplying information con-

cerning the credit or conduct of tenants (R. 40, 101) is

a business of a type normally carried on for profit by

credit-reporting organizations. Retailers Credit Ass'n

V. Commissioner, supra; Park West-Riverside Asso-

ciates, Inc. V. Commissioner, supra. Furnishing serv-

ices of *' individuals for apartment shopping" (R. 99)

is a business normally carried on for profit. The settle-

ment of controversies between individual members of

the taxpayer and labor unions (R. 102) is a convenience

to such members. The taxpayer's president testified

to this when he said: "Also, if any individual member,

or any member of the union, have a misunderstanding,

we have a special committee that handles that difficulty.
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and it is of very great service to the members." (R. 41.)

Publishing and distributing a journal to members

(R. 102) served the convenience and economic interest

of members. It was testified that the dues were

"greatly increased" due to the loss of savings in opera-

tions upon discontinuance of the journal after the tax-

able year. (R. 29.)

All of these activities thus served the convenience

and economic interests of individual members, and

some constituted a continuing business of a kind nor-

mally carried on for profit.

It is true that the taxpayer had other formally stated

objectives in its by-laws and articles of incorporation,

such as promomting standards and ethical business

practices, assisting in the formation of similar associa-

tions in other cities of the State of Washington, the

promotion of efficiency in the conduct of the members'

business, and the eliuiination of unwise and imfair

business practices which may properly be character-

ized as semi-civic in nature and, therefore, activities

of an exempt nature. The applicable principle in de-

termiiiiing whether an organization is exempt when

there are both exempt and nonexempt activities was

stated by this Court in Retailers Credit Ass'n v. Com-

misdoner, supra, pp. 51, 52, as whether the pui'pose

'' 'to engage in a regular business of a kind ordinarily

carried on for a profit. ' ... is only incidental or sub-

ordinate to the main or principal jDurposes required by

statute ..." In making this determination ''each

case must stand on its own facts. No rigid rules may
be established as a gauge." In that case it was held
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that the supplying of credit information to members

and the providing of a collection service was not in-

cidental to the exempt activity of "education of pros-

pective purchasers to base their purchases upon ability

to pay therefor."

Webster's New International Dictionary defines the

word "incidental" as "Happening as a chance or un-

designed feature of something else; casual; hence, not

of prime concern; subordinate; collateral; as, an inci-

dental conversation; incideMtal expenses. * * *"

Certainly it can not be said that the continuing

occupation by the taxpayer with printing and

selling forms, purchasing supplies for resale to

members, arranging for purchases at a discount

directly by members, supplying information concerning

credit or conduct of tenants,^ furnishing apartment

shopping services and settling controversies of individ-

ual members with labor unions, were chance or unde-

signed features of the association. If anything was

incidental it was such objectives as the promotion of

standards and ethical business practices and assisting

in the formation of similar organizations in other cities

of the State of Washington. Whether the nonexempt

objectives are "incidental" must also be interpreted in

view of the familiar doctrine that a statute creating an

exemption must be strictly construed and any doubt

must be resolved in favor of the taxing power. Re-

tailers Credit Ass'71 v. Commissioner, supra. This is,

however, probably not a situation in which the "inci-

dental" concept need be applied because the taxpayer

concerned itself overwhelmingly with nonexempt ac-
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tivities. Thus, tlie Board of Tax Appeals in its find-

ings of fact, while stating that the taxpayer exercised

"substantially all" the functions provided for in the

articles and by-laws, went on to list the functions which

were actually exercised and included the aforelisted

nonexempt functions (R. 101-102), but included only

one activity which can be classified as exempt. This

was in the Board's language, ''it [the taxpayer] gave

counsel and advice, and did what it could to promote

the common welfare of the members." (R. 101.) The

only possible interpretation which can, therefore, be

put on the Board's finding is that those activities

which we argue are of a nonexempt character were the

predominant activities of the taxpayer. Moreover, the

characterization by the Board, in its opinion (R. 103),

of tlie taxpayer as a "cooperative buying organization"

had implicit in it inevitably that one of the nonexempt

activities—buying at a discount and selling to members

at less than they would otherwise pay—was a major

activity. In any event there is nothing in the Board's

finding, nor could there be on the record, to indicate

how important the exempt activities were. And since

a deduction is a matter of legislative grace, the burden

is on the taxpayer to bring himself clearly within it.

New Colomal Co. v. Helvering, 292 U. S. 435. Mani-

festly the taxpayer has failed in this burden.

These findings are supported by substantial evidence

and therefore are binding on this Court. Commissioner

V. Chicago Graphic Arts F., 128 F. 2d 424 (C. C. A.

7th). See also Palmer v. Commissioner, 302 U. S. 63,

70; Helvering v. Nat. Grocery Co., 304 U. S. 282, 294;
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Eelvering v. KeJioe, 309 U. S. 277. In the Chicago

Graphic Arts case the court felt itself bound l)y the

Board's finding that those activities of the taxpayer

which were of a kmd ordinarily carried on for profit

were incidental to its main or principal purpose.

The Board's conclusion (R. 103) that the taxpayer

was a ''cooperative buying organization, withholding a

margin, however small" is clearly correct. As the

Board stated

—

Such cooperatives are not among the exempt

organizations of the statute, as are farmers' co-

operatives, which buy supplies and turn them
over to members at actual cost plus necessary

expenses. (Sec. 101 (12).

Analogous reasoning appears in National Outdoor

Advertising Bureau v. Eelvering, 89 F. 2d 878, 880

(C. C. A. 2d), where the court said

—

Obviously, Congress did not mean to exempt all

marketing or buying cooperative associations ; it

would not have limited its intent so specifically,

and we need not consider whether the exemption,

if so construed, is mifairly discriminatory. The
Seventh and Ninth Circuits have denied the

exemption to corporations no further removed
from farmers than the "Bureau," and it seems

to us that the j^oint is really not debatable.

Garden Homes v. Commissioner, 64 F. (2d) 593,

596 (C. C. A. 7) ; Sunset Scavenger Co. v. Com-
missioner, 84 F. (2d) 453, 455 (C. C. A. 9).

B. The net earnings of the taxpayer inured to the benefit of its members

Since the requirements for exemption that the tax-

payer not engage in a business of a type normally car-
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ried on for profit, and no paii of its net earnings inure

to the benefit of individual members are conjunctive, it

is not necessary that the Court find that the net earn-

ings of taxpayer did inure to the benefit of individual

members in order to deny exemption. This Court in

the Retailers Credit Association case, supra (p. 52),

said

—

All of the conditions regardmg the operation

are self-explanatory, except as to when net

earnings inure to the benefit of private share-

holders or individuals * * *.

It is mmecessary to apply these rules in the

instant case, because we have already held peti-

tioner is not exempt.

Section 103 (7) denied exemption if any part of the

organization's net earnings "inures to the benefit of any

private shareholder or individual." Even if, there-

fore, the taxpa^^er's activities were not such as to deny

exemption, exemption must be denied because net

profits inure to the benefit of individual members.

Nortliivestern Jobbers' Credit Bureau v. Commissioner,

37 F. 2d 880 (C. C. A. 8tli) ; Uniform Printing & Sup-

ply Co. V. Commissioner, supra; Fort Worth Grain &
Cotton Exchange v. Commissioner, 27 B. T. A. 983. In

these cases exemption was denied to organizations of

the same private nature as taxpayer on the gromid that

their net earnings, although not distributed by way of

dividends, were available for use in advancing the

pui'poses of the association and therefore inured to the

benefit of the individual members of the organization.

Under the rule of these decisions, taxpayer is not
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entitled to exemption. Its net earnings, consisting of

the excess of dues over expenses, constituted a surplus

fund which was available for use in future years to de-

fray part of the cost of rendering the same services to

petitioner's members as petitioner rendered during the

taxable year. As we have shown, the services directly

benefited the business of petitioner's members and

consequently funds available to pay for such services

inure directly to the benefit of those members.

Moreover, an additional factor is present here that

was not in the above cases. Here as the Board specifi-

cally found (R. 103) according to Article XVI of the

by-laws, the surplus fund may be distributed among the

members. Counsel for the taxpayer states on this

point (Br. 21)—

As we understand the theory of the Board of

Tax Appeals, any surplus might he distributed

to members, but the fact still remains, it was not.

Manifestly, if it is sufficient that a surplus fund merely

be available to defray part of the costs of rendering the

same services to the taxpayer's members as were rend-

ered during the taxable year to be imder the above

decisions, profit inuring to the benefit of individual

members, the additional fact that the surj^lus fund can,

at any time, be distributed to individual members in

cash constitutes an a fortiori situation.

There remains to be considered the following "issue"

listed by taxpayer's counsel (Br. 2) :

3. Are dues paid by members to defray ex-

penses of a business league, income within the

meaning of the Internal Revenue Statute ?
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This contention was not made before the Board of Tax
Appeals and was not referred to in the assignments of

error (R. 109) nor in the statement of ''Points To Be
Relied On Upon Appeal" (R. 111-112) to which the

hearing before this Court is confined by its Rule 19 (6).

Bmik of America Nat. T. d- Sav. Ass'^i v. Commissioner,

126F. 2d48(C. C.A. 9th).

Moreover, apart from procedural deficiencies, this

contention is without merit. Taxpayer's counsel de-

velops this proposition as follows (Br. 20-21) :

By every rule of mathematics and reason, any
surplus must come from the membership dues.

Under what theory can these dues be treated as

profit ? The answer is, obviously, they can not.

They were treated and should be treated merely
as accumulated funds for the purpose of carry-

ing on the business league.

Counsel has obviously confused the type of oper-

ations which are relevant to determining whether tax-

payer is an exempt corjxiration with what constitutes

taxable income to a nonexempt organization. Thus the

Supreme Court in Trinidad v. Sagrada Orden, 263 U. S.

578, 581, in holding that the organization was exempt

under Section 101 (6) ' stated:

^ In Waynesboro Manufacturers Association v. Commissioner^
1 B. T. A. 911, the Board said (p. 914) :

"We mention this parallel because the Supreme Court has con-

sidered subdivision (6), and what it has said about the statu-

tory exemption in the case of corporations which are im-

plicitly not orjrjanized for pi'ofit applies to the organizations

of subdivision (7) which are explicitly so. * * * Cf. also

Produce Exchange Stock Clearing Ass'n, Inc. v. Ilelverlng^

supra.
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WhetJier the contention [that the income from
properties devoted exclusively to exempt ac-

tivities defeats the exemption] is well taken turns

primarily on the meaning of the excepting

clause, before quoted from the taxing act. Two
matters apparent on the face of the clause go

far towards settling its meaning. * * *

Next, it says nothing about the source of the in-

come, hut makes the destination the ultimate test

of exemption. [Italics added.]

Dues of a nonexempt association are clearly taxable

income. United Retail Grocers Association v. Commis-

sioner, 19 B. T. A. 1016; Employees' Benefit Assn. of

Amer. Steel Foundries v. Commissioner, 14 B. T. A.

1166 ; Pontiac Employees Mutual Benefit Assn. v. Com-

missioner, 15 B. T. A. 74; Park West-Riverside Asso-

ciates, Inc. V. Commissioner, supra; Commissioner v.

Chicago Graphic Arts, supra. In the last two cases the

deficiency assessed by the Commissioner was based in

large part on revenue consisting of members' dues and

the Court did not question in either case what appar-

ently has always been conceded, that such dues are

income. In the Park West-Riverside case, the organ-

ization was held not exempt so that the tax was

required to be paid on dues, and in the Chicago Graphic

Arts case, the business league was held exempt and

therefore the income consisting of dues was exempt

because the organization was, and not because dues paid

to a nonexempt association are not income. In each

of the above cases decided by the Board of Tax Appeals,

the taxpayer contended that dues were not income and

in each case it was held that they were.
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Counsel's argument that dues are not ** profit" and

therefore not taxable is without nierit. The statute

does not tax ''profit" but rather ''net income," which is

defined in Section 21 as gross income computed under

Section 22 less deductions allowed by Section 23. His

assertion that the dues are "accumulated funds" and

therefore not taxable is equally without merit. That

part of the dues became "accumulated funds" merely

describes their use. This, of course, has no relevance

to a determination of whether it was income when

received any more than to say that money coming to a

corporation because of the sale of merchandise cannot

be income because the recipient put it into surplus.

Taxpayer's members paid dues in order to receive the

services which the taxpayer could render. Taxpayer

has advanced no valid basis on which to exclude dues

from income, nor is there any.

The cases which counsel for the taxpayer cites and

which deal with the question of whether an organiza-

tion is exempt under one subsection or another of Sec-

tion 101 are all distinguishable on their facts. Crooks

V. Kansas City Hay Dealers' Assn, 37 F. 2d 83 (C. C. A.

8th) (Br. 12-13) ; Santee Cluh v. White, 87 F. 2d 5 (C.

C. A. 1st) (Br. 14) ; Wayneshoro Manufacturers Asso-

ciation v. Commissioner, supra (Br. 15) ; King County

Insurance Association v. Commissioner, 37 B. T. A.

288 (Br. 16-17).

As this Court pointed out in the Retailers Credit

Association case, supra. Crooks v. Kansas City Hay
Dealers' Assn, supra, is distinguishable because (p.

51)-
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exemption was not denied, where the purpose to

engage in a regular business of a kind ordinarily

carried on for profit was only incidental to the

main and principal purpose.

Indeed, in examining the provisions of the associa-

tion's constitution in the Hay Dealers' case it is diffi-

cult to discover any objectives that served the conven-

ience and economic benefit of individual members or

constituted a regular business of a kind normally car-

ried on for profit. In the Santee Cluh case counsel re-

lies on the language of the court that (p. 7) "A single

transaction of incidental character does not constitute

engaging in business." That the language is not ap-

plicable to the facts in the case at bar is demonstrated

by the fact that the taxpayer is engaged not in one but

in numerous kinds of businesses, trans,acted not once but

continuously. The question in Waynesboro Manufac-

turers Association was not, as here, whether the organ-

ization's objectives were such as to deny exemption,

but was whether the organization was organized not

for profit (which is conceded here) and whether any

part of the net earnings inured to the benefit of

any individual. The only similar issue, therefore, is

the question of whether net earnings inured to the bene-

fit of individuals, and on this point the case is not help-

ful because it did not involve a surplus fund that could

be distributed to individual members and the organiza-

tion was not performing services for individuals on

which the expenditure of net earnings could constitute

earnings inuring to the benefit of individuals.
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The last exempt organization case cited by the tax-

payer was King County Insurance Association, supra.

The Board in that case held (p. 291) that—

There can be no question but that the peti-

tioner qualifies as a business league exempt from
income tax * * * unless it is barred * * *

by reason of the fact that it acted as agent in

writing insurance policies on so-called ** public

business."

The Board foimd that members w^aived their commis-

sions on insurance policies on properties owned by a

municipality in order to provide additional revenue to

meet the association's expenses which were incurred

entirely because of exempt activities. There is there-

fore no similarity between that case and the one at bar

because there all activities were of the exempt type,

whereas here almost all of them are of a nonexempt

nature.

Finally, counsel relies on Inland Empire Etc. v. Dept.

Pub. Service, 199 Wash. 527, 92 P. (2d) 258; and State

Ex. Bel. Silver Lake R. & L. Co. v. Pub. S. Comm., 117

Wash. 453, 201 Pac. 765. (Br. 18-19.) Reliance on

these cases is based on counsel's erroneous assumption

discussed, supra, that a corporation organized under

the State of Washington nonprofit corporation act is, as

such, exempt under Section 101 (7) of the Revenue

Act. The second paragraph quoted by counsel from the

opinion in the Inland Empire case indicates that the

test of compliance with the Washington statute and

with Section 101 (7) is in at least one respect diamet-

rically opposed. This quotation is as follows (p. 540) :
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The service, which is supplied only to members,
is at cost, since surplus receipts are returned

ratably according to the amount of each mem-
ber's consumption. There is complete identity

of interest between the corporate agency supply-

ing the service and the persons who are being

served. It is a league of individuals associated

together in corporate form for the sole purpose
of producing and procuring for themselves a

needed service at cost. In short, so far as the

record before us indicates, it is not a public

service corporation.

CONCLUSION

The decision of the Board of Tax Appeals should be

affirmed.

Respectfully submitted,

Samuel O. Clark, Jr.,

Assistant Attorney General.

SewALL Key,

Irving I. Axelrad,

Special Assistants to the Attorney General.

November, 1942.

U. S. COVERNHENT PRINTINS OPriCC: lt4Z





No. 10203

IN THE
UNITED STATES

CIRCUIT COURT OF APPEALS
For the Ninth Circuit

APARTMENT OPERATORS ASSOCIATION,
a corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
* Respondent.

PETITIONER'S REPLY BRIEF

p I L r » ) Edwards Merges,

^.^ JosiAH Thomas, AND
DEC ] 4 1942

'

Clarence L. Gere,

PAUL. P. <J orxitN, Attorneys for Petitioner.





No. 10203

IN THE
UNITED STATES

CIRCUIT COURT OF APPEALS
For the Ninth Circuit

APARTMENT OPERATORS ASSOCIATION,
a corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
• Respondent.

PETITIONER'S REPLY BRIEF

Edwards Merges,

JosiAH Thomas, and

Clarence L. Gere,

Attorneys for Petitioner.





SUBJECT INDEX
Argument I

TABLE OF CASES
Page

American Society of Cinematograpliers, Inc.,

vs. Commissioner of Internal Revenue,
42 B.P.A., 675 2

Chicago Graphic Arts Federation, Inv. vs. Com-
missioner, Docket No. 97569 C.C.H. 11, 380 A 5

Koon Kreek Klub vs. Thomas, 108 F. (2) 616 4

Trinidad vs. Sagrada Order, 263 U.S. 578 3-4

Revenue Act 1934 Sec. 101 3





No. 10203

IN THE
UNITED STATES

CIRCUIT COURT OF APPEALS
For the Ninth Circuit

APARTMENT OPERATORS ASSOCIATION,
a corporation,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITIONER'S REPLY BRIEF

ARGUMENT

The Courts have ruled construing Treasury Regula-

tions in accordance with contention of Petitioner, that

it is a business league.

Respondent's answering brief seems to readily ad-

mit that the facts are as stated by petitioner in its

opening brief, which inchides that on the face of the

record and under the findings of the Trial Examiner,

the only net increase in the income for the year 1938

was $356.35. This is a proceeding in equity and this
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Court is empowered to do equity ; whether or not every

detail of the points relied on checks with the ideas of

counsel for respondent. However, these things are men-

tioned for the purpose of leading to the one and appar-

ently only controverted issue, and that is, what is the

test of a business league? Putting it in another way:

"is the test determined by what respondent claims is

the Treasury regulation (as he sets forth in his brief

at the bottom of page 16, and his deductions therefrom)

,

or is it determined by what the Courts have ruled in

regard to Treasury regulations?" Petitioner relies

upon what the Courts have heretofore said, and cites

the case of American Society of Cinematographers,

Inc., petitioner, vs. Commissioner of Internal Revenue,

42 B.T.A., 675, as pertinent to the present inquiry.

In that case the petitioner was a non-profit corpora-

tion organized under the laws of the State of Califor-

nia. It had no capital stock and no dividends or profits

were ever distributed to members. The object of the

corporation was, among other things, to luring cinema-

tographers together in order that there might lie an

'interchange of ideas and experiences.' The corpora-

tion was authorized to own and hold ])roperty. Dues

were paid by members and a montlily magazine was

pu))lished. Tlic petitioner represented its members in

labor negotiations and liad an 'emergency fund' out

of which death benefits were ])ai(l. The only question

presented was whetlier or not petitioner was exempt
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under Sec. 101, Revenue Act of 1934. One of the prin-

cipal arguments of the respondent there was that the

petitioner should not be exempt because it published

a magazine. It was held that the petitioner was exempt,

and the opinion read, in part, as follows, page 679

:

"The evidence s^ows that this magazine was at

its inception an organ for the dissemination of sci-

entific information to its members. * * * The maga-
zine is concerned exclusively with the publication

of articles which are of assistance to its members
and to news throughout the world. It was never

expected that the magazine would be operated at

a profit to the membership. * * *

"The courts have uniformly held that the desti-

nation of income rather than the source is the ulti-

mate test of exemption. See Trinidad vs. Sagrada
Orden De Predicadores, 263 U. S. 578. In tJaat

case the collector claimed that a religious corpora-

tion had lost its exempt status because it owned
and operated large properties in the Philippines

consisting of real estate and stocks in private cor-

porations and loaned money at interest. The Su-

preme Court held, however, that the corporation

was operated exclusively for religious purposes

and that it did not lose its exempt status because

it realized profits from certain enterprises which

were devoted to the objects of the order. The desfi-

nntion of income teas held to he the factor of prime
importance. (Italics ours.)

"

It \Yi\\ be noted that in the instant case, the purpose

of the Journal or Magazine published by petitioner,

was to disseminate information among its members

and to allow an exchange of ideas.

As found by the Trial Examiner (Tr. 102) and

cited in Petitioner's Opening Brief, p. 5:
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"Petitioner Jias no purpose or intention of mak-

ing a profit, but it tries to have a small surplus to

assure its continuance."

The case of Trinidad vs. Sagrada Orden, supra,

gives full answer to the respondent's contention that

the articles of merchandise handled by the petitioner

places it in the class of a profit making corporation.

Since the court is undoubtedly familiar with the facts

involved in t.he Trinidad case, supra, it will be unneces-

'sary to restate them here. Suffice it to say that the

plaintiff: corporation in that case was devoted to re-

ligious and charitable work but dealt in certain com-

modities the profits from which were used in further-

ing the work of the corporation. In holding the cor-

poration exempt, the court said:

"As respects the transactions in wine, chocolate

and other articles, we think they do not amount
to engaging in trade in any proper sense of the

term. It is not claimed that tliere is any selling

to the public or in competition with others. The
articles are merely l)ouglit and supplied for use
within the plaintiff's own organization and agen-

cies—some of them for strictly religious use and
others for uses which are purely incidental to the

work which t.he plaintiff is carrying on. That the

ti'ansactions yield some pi'olit is in the circum-

stances a negligi])le factor. Financial gain is not

the end to wbir-li thoy nro rlircf'tcd."

The Trinidad case, supra, lias been consistently fol-

lowed by the courts. One of tlie latest cases in which

it was cited is tliat of Kooii KrerJ,- Klul) fs. ThomdH,

108 F. (2) 616. In that case the petitioner was a private

fishing and lumting clul). T.liis chib. h(nve\er, leased
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certain of its lands for money, devoting the proceeds

to the purpose of providing hunting and fishing facili-

ties to its members. In holding the club exempt the

court said:

"We think the question is controlled by the de-

cision in Trinidad vs. Sagrada Orden, 263 U. S.

578, * * * wherein the Court points out that the

statutes say nothing about the source of the income
but makes its destination t.he ultimate test of ex-

emption. * * * "

The case of Chicago GrnpMc Arts Federation, Inc.,

vs. Commissioner, Docket No. 97569, entered November

8, 1940, (C.C.H. 11, 380 A) is very similar to the instant

case. In that case the petitioner was a non-profit cor-

poration organized under the laws of Illinois. The pur-

pose of the corporation, as set forth in its articles, was,

in substance, to promote the welfare of the printing

industry by cooperation and dissemination of informa-

tion among its members. The corporation had an op-

erating personnel consisting of a secretary and others

who received salaries, and it maintained offices. There

was no capital stock and no dividends were distributed,

such being prohibited by the laws under which the cor-

poration was organized, just as in the instant case. The

corporation, just as in the instant case, supplied credit

information to its members and among other things

conducted a waste paper bureau for members wishing

to sell waste paper, and conducted an operating course

for members. Income was derived through (1) dues,

(2) waste paper sales, (3) the operating course. The
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only question in the case was whether the corporation

was exempt under Sec. 101 of the income tax law as a

business league. The Board of Tax Appeals held that

the petitioner was exempt and in the course of its opin-

ion said

:

"There is no doubt but that the petitioner may
be classed as a ' business league ' for it is an associa-

tion of members having a conunon business inter-

est. That common business interest is the better-

ment of the graphic arts industry in and around
Chicago. * * *

"We believe that the avowed purposes of the

petitioner, as set forth in the original certificate

of incorporation and in Article II of the constitu-

tion, were to advance and protect business inter-

ests, and thus were those of a business league as

that phrase is used in the pertinent section of the

statute. '" * *

u * * ^- j^ careful examination of these facts

impels us to the conclusion that any business en-

gaged in by the petitioner 'of a kind ordinarily

carried on for profit' was onl}^ incidental and sub-

ordinate to the main or principal purposes required

by statute.'
"

Respondent avoids the general rule that a written

document is to be interpreted, "taking it by its four

corners." As found by the Trial Examiner, petitioner

hitended to form a hvsiness league, and had no purpose

to profit, neither did it profit. No isolated phrase or

purely incidental act can upset these facts, and no legal

construction can logically l)e based on the theory of

the "tail wagging the dog." The ruling contended for

by Petitioner makes legal common sense, the other legal

nonsense. The one deals fairly, the other unjustly. Con-
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gress must .have intended to exempt 'business leagues as

such, or it would not have attempted to do so. It is

entirely rational to assume tliat any incidental ad-

vantage of a business league would be reflected in great-

er income revenue from the business benefited.

Petitioner's iDrayer in its opening brief should be

granted.

Respectfully submitted,

Edwards Merges,

JosiAH Thomas, and

Clarence L. Gere,

Attorneys for Petitioner.
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2 United States of America

In the District Court of the United States in and

for the Northern District of California, South-

ern Division

No. 21866-R

DON LEE, INC.,

Plaintiff,

vs.

UNITED STATES OF AMERICA,
Defendant.

COMPLAINT FOR RECOVERY OF TAXES
AND INTEREST

Plaintiff complains of defendant and for cause

of action alleges:

I.

That this is an action to recover income and ex-

cess profit taxes and interest erroneously and

illegally assessed and collected. That this action

is instituted agahist the United States of America

under the revenue laws of the United States.

II.

That at all times herein mentioned plaintiff was,

and now is, a corporation organized and existing

under and by virtue of the laws of the State of

California with an office in the City and County of

San Francisco, State of California. Said office is

in the Southern Division of the United States Dis-

trict Court for the Northern District of California.
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III.

That on January 1st, 1931, plaintiff owned ma-

chinery and equipment, furniture and fixtures^

which had a remaining book value of One Hundred

Eight Thousand Eight Hundred Ninety and 79/100

Dollars ($108,890.79) as at that date (cost Two
Hundred Ninety-two Thousand Three Hundred One

and 22/100 Dollars ($292,301.22) less depreciation

of One Hundred Eighty-three Thousand Four Hun-

dred Ten [1*] and 43/100 Dollars ($183,410.43) ).

That on or about said date plaintiff erroneously esti-

mated the life of said property to be ten (10)

years from date of acquisition and during the years

1931 to 1935, inclusive, plaintiff entered upon its

books and reported on its income tax returns for

said years, depreciation on said property computed

at the erroneous rate of ten percent (10%) of cost

based on said estimated ten (10) year life. That

in the years 1931, 1932 and 1933, and each of them,

plaintiff sustained operating losses; losses for each

said year being in excess of said depreciation re-

ported in each such year.

IV.

That on or about June 8, 1938, defendant esti-

mated the life of said property to be fifteen (15)

years from date of acquisition and recomputed the

depreciation for the years 1934 and 1935 by erron-

eously spreading the residual book value of said

property at January 1, 1934, (being the cost of said

property less depreciation reported by plaintiff in

•Page numbering appearing at foot of page of origlnaJ certified

Transcript of Record.



4 United States of America

its income tax returns from date of acquisition to

January 1, 1934, based upon an estimated ten (10)

year life) over the remaining life of said property,

and accordingly disallowed the sum of Five Thou-

sand Eight Hundred Seventy-one and 11/100 Dol-

lars ($5,871.11) as excessive depreciation deducted

by plaintiff in its return for the year 1935 and

assessed plaintiff an additional tax thereon, which

plaintiff paid on July 11, 1938.

V.

That defendant disallowed said portion of said

item of depreciation for said year 1935 on the

ground that while the rate of depreciation was ad-

justed in 1934, the base or residual book value of

said property at January 1, 1934, (residual l^ook

value determined upon the erroneous ten (10) year

life rate) should remain unaffected for the reason

that palintiff had made excessive [2] claims of de-

preciation on said jDroperty for the years 1931, 1932

and 1933 by reason of using an erroneous ten (10)

year life rate of depreciation instead of a fifteen

(15) year life rate, and that plaintiff is bound by its

error despite the fact that no income was offset by

said depreciation reported during said years 1931 to

1933, inclusive.

VI.

That said depreciation for the years 1934 and

1935 should have been recomputed upon said fifteen

(15) year life rate by spreading the residual

])0()k value of said property at January 1, 1931,

together with the cost of additional furniture, fix-
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tures and equipment acquired thereafter, over the

remaining life of the property, thereby reducing

the excessive depreciation reported by plaintiff in

the years 1931, 1932 and 1933, in which no taxable

income was offset by depreciation and increasing

the residual book value of said property at Jan-

uary 1, 1934, January 1, 1935, and January 1, 1936.

That had the depreciation for said years been so

computed, the excessive dex)reciation for the year

1935 would have been One Thousand One Hundred

Seventy-seven and 07/100 Dollars ($1,177.07) in-

stead of Five Thousand Eight Hundred Seventy-

one and 11/100 Dollars ($5,871.11), the amount

disallowed. That by reason thereof, plaintiff paid

on July 11, 1938, an additional assessed tax for the

year 1935 in the excessive amount of Eight Hundred

Eighty and 13/100 Dollars ($880.13).

VII.

That the allowable depreciation for the year 1936

based upon the adjusted fifteen (15) year life rate

and spreading the residual book value of said prop-

erty at January 1, 1931, together with the cost of

additional property acquired subsequent thereto,

over the remaining life of the property, would be

Eleven Thousand Three Hundred Twenty-seven and

37/100 Dollars ($11,327.37). That [3] the deprecia-

tion allowed by defendant for the year 1936, based

upon defendant's erroneous computation as herein-

before alleged, was the sum of Seven Thousand

Five Hundred Ninety-six and 82/100 Dollars

($7,596.82). That by reason of said erroneous
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computation of depreciation for the year 1936,

plaintiff overpaid its taxes for said year in the sum

of One Thousand Two Hundred Nine and 63/100

Dollars ($1,209.63). That a portion of plaintiff's

taxes for the year 1936 is represented by an addi-

tional assessment on Jime 8, 1938, in the sum of

Seven Hundred Fifty-seven and 64/100 Dollars

($757.64) which plaintiff paid on July 11, 1938.

VIII.

That on or about June 26, 1940, plaintiff duly

filed with the Collector of Internal Revenue of the

First District of California, two separate claims

for refund of excessive income and excess profit

taxes assessed and paid for the years 1935 and 1936

based upon the erroneous computation of deprecia-

tion for said years, as hereinabove set forth.

IX.

That thereafter, and on or about January 25,

1941, said claims for refund were rejected by the

Commissioner of Internal Revenue, and no part of

said taxes have been refunded to or received by

plaintiff.

X.

That plaintiff is not subject to the tax erroneously

and ille^'ally assessed and collected as hereinabove

set forth for the reason that excessive depreciation

reported on said property for the years 1931, 1932

and 1933, but not deducted from taxable income

since plaintiff sustained operating losses in each

such year, was not ''allowed" within the meaning

of the United States Revenue Act or Acts, 'i'hat
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said reported depreciation for said years 1931 to

1933, inclusive, should be adjusted on the basis of

an original [4] life of fifteen (15) years, resulting

in a reduction of the depreciation in each said year^

and a higher remaining base, or a greater net book

value of said property on January 1, 1935, and Jan-

uary 1, 1936, and a greater amount of depreciation

for each of said latter years.

Wherefore, plaintiff prays for judgment against

defendant in the total sum of Two Thousand

Eighty-nine and 76/100 Dollars ($2,089.76), to-

gether with interest thereon at the statutory rate

from the dates when said sum was paid, and for

such other relief as may be proper in the premises^

ZAGON and AARON,
By MARVIN MANUEL,

Attorneys for Plaintiff.

[Endorsed] : Filed May 7, 1941 [5]

[Title of District Court and Cause.]

ANSWER
Comes now Frank J. Hennessy, United States

Attorney for the Northern District of California,

and for answer to the complaint filed in this action,

admits and denies as follows

:

I.

Answering the allegations of Paragraph I, admits

that the action was filed for recovery of income and
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excess profits taxes and interest paid by plaintiff,

and that the action is brought under the revenue

laws of the United States. Denies that said taxes

were illegally or erroneously assessesed or collected.

II.

Admits the allegations of Paragraph II. [6]

III.

Answering Paragraph III, admits that on Jan-

uary 1, 1931, plaintiff owned machinery equipment,

furniture and fixtures which were depreciable prop-

erty and were subject to depreciation allowance.

Admits that in its income tax returns for the years

1931, 1932 and 1933 plaintiff took $108,890.79 as

the book value of said assets as of January 1, 1931

(computed as alleged) and that in its books of ac-

count, and in its returns for 1931, 1932 and 1933,

plaintiff computed depreciation on the basis of a

10-year life from the date of acquistion, and claimed

deductions on said basis. Admits that in its re-

turns for 1931, 1932 and 1933 plaintiff claimed and

reported operating losses which were in excess of

the amoimt of depreciation reported for each of

said years. Saving as herein admitted, defendant

denies the allegations of of Paragraph III.

IV.

Answering Paragraph IV of the com])laint, de-

fendant admits that in June, 1938, defendant, by its

officers of the Internal Revenue Bureau, estimated

15 years as the life of said ])ro])erties fi-om the date
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of acquisition and recomputed the annual allowable

depreciation. Admits that said recomputation was

made for the years 1934 and 1935 and were based

upon the plaintiff's book value thereof as of Jan-

uary 1, 1934. Admits that the deduction of

$5,871.11, claimed in plaintiff's return for 1935, was

disallowed. Admits that by reason thereof, an

additional tax was assessed against plaintiff for

1935. Excepting as herein admitted, defendant

denies the allegations of Paragraph IV.

V.

Denies the allegations of Paragraph V. [7]

VI.

Answering Paragraph VI, admits that on July

11, 1938, plaintiff paid an additional tax of $880.13

based upon an adjustment of the depreciation allow-

able on the properties referred to in the complaint.

Admits that $5,871.11 was the amount disallowed.

Denies the remaining allegations of Paragraph VI.

VII.

Answering the allegations of Paragraph VII, ad-

mits that the depreciation disallowed on said prop-

erties for the year 1936 was $7,596.82. Admits that

on June 8, 1939, plaintiff paid an additional assess-

ment amounting to $757.64. Denies the remaining

allegations of Paragraph VII.

VIII.

Answering Paragraph VIII, admits that plaintiff

filed claims for refund for 1935 and 1936 on the
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grounds alleged in Pai'agrai3h VIII of the com-

plaint. Denies that said taxes were excessive, and

denies that the computation of depreciation was

erroneous.

IX.

Admits the allegations of Paragraph IX of the

complaint.

X.

Denies the allegations of Paragraph X of the

complaint.

Wherefore defendant prays for judgment in its

favor, for its costs and for such other relief as may

be just.

FRANK J. HENNESSY,
United States Attorney.

ESTHER B. PHILLIPS,
Assistant United States At-

torney.

[Endorsed] : Filed Jul. 18, 1941. [8]

[Title of District Court and Cause.]

STIPULATION OF FACTS

It is hereby Stipulated and Agreed by and between

the parties hereto, through their respective counsel,

that the following facts shall be taken as true, pro-

vided, however, that this stipulation shall be with-

out prejudice to the rights of eithci- i)arty to intro-

duce other and further evidence not inconsistent
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with the facts herein stipulated to be taken as true

and to object at the trial of this case to any of the

facts stipulated as being irrelevant or immaterial.

(1) The plaintiff, Don Lee, Inc., at all times

hereinafter mentioned, was a corporation organized

under and existing by virtue of the laws of the

State of California, with an office in the City and

County of San Francisco. [9]

(2) The United States of America, the defend-

ant, at all times hereinbefore mentioned, was a cor-

poration sovereign and body politic.

(3) This is a suit of a civil nature arising under

the laws of the United States to recover an alleged

overpayment of taxes, with interest.

(4) That the plaintiff, on or about January 1,,

1931, was the owner of depreciable machinery,

equipment, furniture and fixtures, subject to de-

preciation allowance, which cost $292,301.22 and

which, after deducting depreciation of $183,410.43,

had a book value as of January 1, 1931, of $108,-

890.79. The plaintiff on its books of account com-

puted depreciation on the basis of a ten-year life

from the date of acquisition of said properties. In

tiling its income tax returns for the years 1931,

1932, 1933, 1934, 1935 and 1936, the plaintiff re-

ported a deduction of depreciation on the same

basis.

(5) On March 14, 1936, the plaintiff filed its

income tax return for the calendar year 1935 show-

ing its gross income and deductions, among which

was an item of depreciation in the amount of

$40,271.08, and a net income on which income and
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excess profit taxes of $32,454.83 were payable, and

which were paid in quarterly installments in 1936.

(6) Thereafter, the Commissioner of Internal

Revenue determined that the depreciation allowable

to the plaintiff for the year 1935 was not $40,271.08,

as reported, but was $34,399.97. This, and other

adjustments not in dispute, increased the net in-

come and made an additional tax due. A notice

of deficiency in income and excess i^rofits tax of

$3,808.50, interest $517.91, a total of $4,326.41 was

duly given, which was paid on July 12, 1938.

(7) On March 15, 1937, the plaintiff filed its

income tax return for the calendar year 1936 show-

ing gross income and deductions, among which was

an item of depreciation in the amount [10] of

$37,816.58, and a net income on which an income

tax of $59,695.16 was due, which was paid in quar-

terly installments in 1937.

(8) Thereafter, upon facts coming to his atten-

tion, the Commissioner of Internal Revenue made

adjustments (not now in disi)ute) which increased

the net income and resulted in a defiiciency in in-

come tax of $757.64. This deficiency was paid on

July 12, 1938 by the plaintiff, together with interest

amounting to $57.57, or a total amount of $815.21.

Thereafter, the pkiintiff filed its claim for refund

for 1936, in wliicli plaint iff claimed that additional

depreciation for 1936 ought to be allowed amount-

ing to $3,730.55.

(9) The dispute as to allowable depreciation I'c-

sulted from a determination by the Commissioner

of Internal Revenue made in June, 1938 that cer-
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tain property upon which depreciation was taken by

the plaintiff had a normal and useful life of 15

years from date of acquisition thereafter, and that

the depreciation allowable thereafter should be com-

puted on that basis and not on the basis of a life

of 10 years as had previously been done by the

plaintiff.

(10) The plaintiff filed its claim for refund of

tax and interest for the years 1935 and 1936 on

June 27, 1940. Said claims for refund were based

on the ground that the life of the assets in question

was 15 years from date of acquisition, and that

since plaintiff sustained operating losses for the

years 1931, 1932 and 1933, depreciation for those

years should be adjusted on the basis of a normal

useful life of said depreciating property amounting

to 15 years from date of acquisition, and that if de-

preciation for those years were so adjusted, the

book value of the assets as of January 1, 1934 would

be increased and a larger amount of depreciation

for 1935 and 1936 would be allowable. These claims

for refund were rejected by the Commissioner of

Internal Revenue on May 10, 1941. No part of the

tax and interest [11] in dispute herein has been

refunded to the plaintiff. The plaintiff sustained

operating losses during the years 1931, 1932 and

1933 which, in fact, exceeded the depreciation re-

ported.

(11) It is Stipulated that allowance for

depreciation for the years 1935 and 1936 upon the

basis of a 15-year useful life from the date of

acquisition is correct.
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(12) It is Stipulated that the plaintiff computed

depreciation allowance for 1931, 1932 and 1933 on

the basis of a 10-year useful life from the date of

acquisition.

(13) It is Stipulated that if plaintiff's conten-

tion referred to in Paragraph (10) above is cor-

rect, and that the book value of said properties as

of January 1, 1934 should be increased by the

amount of excessive depreciation reported for the

income tax returns for 1931, 1932 and 1933, then

the allowable depreciation for 1935 should be in-

creased by $4,694.04, and the plaintiff has overpaid

its income tax for 1935 in the amount of $880.13;

and the allowable depreciation for 1936 should be

increased by $3,730.55. Plaintiff's overpajTnent of

income tax for 1936, if the allowable depreciation

is so increased, would amount to $1,209.63, of which

$757.64, with interest, was paid on July 11, 1938.

The statute of limitations has run on recovery of

sums paid prior to July 11, 1938, in so far as the

1936 tax is concerned.

ZAGON and AARON,
By HAROLD E. AARON,

Attorney for Plaintiff.

FRANK J. HENNESSY,
United States Attorney,

ESTHER B. PHILLIPS,
Assistant United States

Attorney.

[Endorsed]: Filed Nov. 18, 1941. [12]
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[Title of District Court and Cause.]

STIPULATION FOR SUBMISSION
OF CAUSE

It Is Hereby Stipulated by and between the par-

ties hereto through their respective counsel, that

the within cause now set for trial on November 24,

1941, may be submitted for decision upon the

written stipulation of facts herein, all of the files

and records of said cause, the within stipulation and

briefs of the parties to be filed as follows

:

(a) Plaintiff's brief to be filed within ten days

following submission of said cause
;

(b) Defendant's brief to be filed within twenty

days thereafter; and

(c) Plaintiff's reply brief to be filed within

ten [13] days after the filing of defendant's brief.

Dated : November 17, 1941.

ZAGON and AARON,
By HAROLD E. AARON,

Attorneys for Plaintiff.

FRANK J. HENNESSY,
United States Attorney.

ESTHER B. PHILLIPS,
Assistant United States

Attorney,

Attorneys for Defendant.

[Endorsed] : Filed Nov. 18, 1941. [14]
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[Title of District Court and Cause.]

MEMORANDUM OPINION

Roche, District Judge:

This is an action brought by plaintiff, Don Lee,

Inc., to recover overpayment of Income and Excess

Profits Taxes for the years 1935 and 1936, together

with interest thereon.

In making its tax returns for the years 1931, 1932

and 1933, plaintiff computed depreciation upon its

machinery, fixtures, and other depreciable property

on the basis of a ten year life. Thus it made an-

nual deductions of 10% of the value of the property

for the three years. Thereafter the Conunissioner

of Internal Revenue estimated that fifteen years

was the useful life of the property, and he recom-

puted the allowable depreciation for the years 1934

and 1935. The Commissioner used the following

method. He took plaintiff's book value as of Jan-

uary 1, 1934, when it showed the original cost of

the property, less depreciation for three years [15]

on the basis of a ten year life. He spread this sum

over the remaining twelve years of the fifteen year

period which he fixed as the life of the property for

future tax depreciation purposes. In 1936 plaintiff

made its return on the twelve 3'ear evaluation basis

used by the Commissioner of Internal Revenue in

computing depreciation.

In each of the years 1931, 1932 and 1933, when

plaintiff was reporting a 10% deduction for de-

preciation, its operating expenses and other deduc-
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tions exceeded its gross income. Thus plaintiff was

making no profits from which it might deduct its

annual cost of depreciation.

On June 27, 1940, plaintiff filed with the Collec-

tor of Internal Revenue of the First District of

California its claim for taxes erroneously assessed

and overpaid for the years 1935 and 1936, together

with interest. Plaintiff based its claims on the

ground that the life of plaintiff's assets was fifteen

years from the date of acquisition, as fixed by the

Commissioner. Plaintiff asserted that since it had

sustained losses for the years 1931, 1932 and 1933,

its depreciation for those years should be adjusted

in accordance with a fifteen year life, from the date

of acquisition. Instead of deducting 10% for the

three years in question, plaintiff should be per-

mitted to reduce the excessive deductions so as to

meet the requirements for equal deductions over the

entire fifteen year period. Thus, the book value of

plaintiff's property on January 1, 1934 would be

increased, and a larger amount of depreciation

would be allowable for 1935 and 1936. The Com-

missioner refused to make the requested refunds on

May 10, 1941.

Plaintiff contends that the book value of the de-

preciable property should be increased by the

amount of the excessive depreciation reported so

that the allowable depreciation for the challenged

years will be increased accordingly. If plaintiff's

contention is correct, it is entitled to recover an

overpayment of taxes. [16]
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The question for decision is as follows: Where

plaintiff reports excessive dej^reciation of propei'ty

for three years, but does not benefit from such de-

preciation by an offset of income for these years

because of business losses, should the portion of

depreciation beyond the amount legally allowa])]e

be added to the value of the property for future

depreciation ?

The answer to this question rests on the interpre-

tation of certain sections of the Revenue Acts of

1934 and 1936, which are applicable to the case

presented to the court.

It must first be noted that a reasonable allowance

is permitted to be deducted as depreciation in com-

puting net income of a trade or business (Sec. 23

(1) of the Revenue Acts of 1934 and 1936). The

basis for this depreciation is the same adjusted

basis as that which is used for determining gain

upon the sale of such property (Sec. 114 (a) of the

Revenue Acts of 1934 and 1936). The adjusted

basis shall be the cost (Sec. 113 (a), less deductions

for depreciation to the extent allowed (but not less

than the amount allowable), (Sec. 113 (1j) and

113 (b) (1) (B) of the Revenue Acts of 1934 and

1936, and Art. 113 (b)-l of Regs. 86 and 94).

The parties before the Court dispute the basis for

depreciation. The above sections of the Revenue

Act hold that the basis must be determined by de-

creasing the cost of the property by the amount of

depreciation "allowed", but not less than the

amount allowable. The life of plaintiff's property
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is agreed to be fifteen years. Plaintiff contends

that depreciation computed on a fifteen year life

is the amount "allowable", and that depreciation

based on a ten year life is in excess of the amount

allowable. If plaintiff's contention is sound, then

it made excessive deductions in the years 1931, 1932,

and 1933. If these were not "allowed" within the

meaning of the Revenue Act, the basis for future

depreciation must be adjusted. What is meant by

the term "allowed'"? [17]

In the case of Pittsburg Brewing Company vs.

Commissioner (1939), 107 F2nd 155, the court care-

fully construed the word "allowed" as it is used

in Clause B of Section 113 (b) <^1) of the Revenue

Acts of 1934 and 1936, and Art. 113 (b)-l of Regs.

86 and 94. In the Brewing Company suit, the tax-

payer made depreciation deductions which were in

excess of the correct amount, when based upon an

adjusted value of the property as finally fixed by

the government. The taxpayer asked the Commis-

sioner to reduce the depreciation deductions to

accord with the reduced value of the property. By

lowering the deductions, the Commissioner would

be increasing the value of the property, which the

taxpayer had sold, and would thus be cutting the

amount of taxable gain realized l)y the taxpayer

on the sale of his property. The Commissioner re-

fused to allow the depreciation deductions to be

modified, on the ground that they had already been

"allowed". The court took a contrary position,

declaring in part:
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u* * * jg depreciation 'allowed' only if it is

actually deducted from taxable income oi' must

it also be considered as 'allowed' if it is re-

ported on an income tax return but not taken

as a deduction because of insufficiency of in-

come? After full consideration of this ques-

tion we have reached the conclusion that de-

preciation is not 'allowed' within the meaning

of the act unless it is actually taken as a deduc-

tion against taxable income.

" 'Allow' is defined as 'To grant (something)

as a deduction or an addition; esp., to abate or

deduct; as, to allow a sum for leakage.* Web-

ster's New International Dictionary, 2d Ed.,

p. 70, def. 5. 'Allowed' in the statute according-

ly means granted as a deduction. Deduction is

defined as 'That which is deducted; the part

taken away; as a deduction from the yearly

rent.' Webster's New International Diction-

ary, 2d Ed., p. 284, Def. 2b. * * *"

The court then held that depreciation was not al-

lowed solely by reason of the fact that it had been

reported as a deduction. It was also necessary that

the deduction should have reduced taxable income.

Since the prior deductions which exceeded the de-

preciation "allowable", did not reduce taxable in-

come, the depreciation might properly l)e adjusted

to eliminate the amount in excess of that allowable.

The only distinction between the above case and

the [18] matter before the Court is that in the

Brewing Company suit the taxpayer miscalculated
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the original value of the property while in the case

at bar the plaintiff erred in estimating the life of

the property. This distinction does not alter the

meaning of the term "allowable", which is the

same in both cases.

Plaintiff's excess depreciation did not reduce its

income tax payments in the years 1931, 1932, and

1933. Therefore, the deductions for these years

were not ''allowed", within the meaning of the

Revenue Acts of 1934 and 1936, and plaintiff is en-

titled to have its excess depreciation added to the

basis for depreciation in subsequent years.

Accordingly the Court will enter judgment in

favor of plaintiff as prayed for, upon preparation

of findings of fact and conclusions of law. Defend-

ant will pay costs.

Dated: February 3, 1942.

(Signed) MICHAEL J. ROCHE,
United States District Judge.

[Endorsed] : Filed Feb. 3, 1942. [19]

[Title of District Court and Cause.]

FINDINGS OF FACT AND CONCLUSIONS
OF LAW

This matter having come on regularly for trial on

the 24th day of November, 1941, and the cause hav-

ing been submitted on Stipulation of Facts and the

admissions in the pleadings, and briefs having been
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filed thereafter, and the Court having duly consid-

ered the facts^ the issues of law and the argument

of counsel, now makes the following

FINDINGS OF FACT

I.

The Court adopts the Stipulation of Facts made

by the parties and by reference incorporates the

same herein. [20]

CONCLUSIONS OF LAW

(1) That plaintiff paid excessive income and

excess profits taxes for the year 1935 in the sum

of $880.13, which it paid to the United States

Collector of Internal Revenue on July 11, 1938.

Plaintiff paid excessive income and excess profits

taxes for the year 1936 in the sum of $1209.63, of

which amount $757.64 was paid on July 11, 1938.

The balance of the overpayment of taxes for the

year 1936 was paid prior to July 11, 1938, and said

balance is barred by the statute of limitations.

(2) That plaintiff is entitled to judgment in the

sum of $880.13 and $757.64, with interest thereon

as provided by law from July 11, 1938, and for its

costs as may be taxed.

Dated: March 30th, 1942.

MICHAEL J. ROCHE,
United States District Judge.

[Endorsed]: Filed Mar. 30, 1942. [21]
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In the District Court of the United States for the

Northern District of California, Southern

Division

No. 21866-R

DON LEE, INC.,

Plaintife,

vs.

UNITED STATES OF AMERICA,
Defendant.

JUDGMENT

This matter having come on for trial and having

been submitted on the stipulation of facts, briefs,

having been filed and the Court having made its

Findings of Fact and Conclusions of Law,

No, Therefore, It Is Hereby Ordered, Adjudged

and Decreed that plaintiff have judgment against

defendant in the sum of Sixteen Hundred Thirty-

seven and 77/100 Dollars ($1,637.77), together with

interest thereon at the rate of six per cent (6%)
per amium from July 11, 1938, and for its costs

taxed in the sum of $24.60.

Dated: This 30th day of March, 1942.

MICHAEL J. ROCHE,
Judge.

[Endorsed] : Filed Mar. 30, 1942. [22]
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[Title of District Court and Cause.]

NOTICE OF APPEAL

Now comes the defendant, the United States of

America, appearing by Frank J. Hennessy, United

States Attorney for the Northern District of Cali-

fornia, and hereby appeals from the judgment here-

tofore entered in the above entitled case in favor of

the plaintiff.

Dated: May 27, 1942.

FRANK J. HENNESSY,
United States Attorney.

ESTHER B. PHILLIPS,
Assistant United States

Attorney.

[Endorsed] : Filed May 27, 1942, [23]

[Title of District Court and Cause.]

ORDER EXTENDING TIME TO DOCKET
RECORD ON APPEAL

Upon motion of the United States Attorney for

the Northern District of California, it is hereby

Ordered tliat the defendant the United States of

America, may have to and including July 27, 1942,

in wliich to docket its record on appeal in the above-

entitled case.

Dated: July 14th, 1942.

MICHAEL J. ROCHE,
United States District Judge.

[Endorsed] : Filed July 14, 1942. [24]
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[Title of District Court and Cause.]

DESIGNATION OF RECORD ON APPEAL

The defendant above-named having taken an

appeal from the judgment entered herein on March

30, 1942 to the United States Circuit Court of

Appeals for the Ninth Circuit, hereby designates

the following parts of the record and proceedings

for inclusion in the record on appeal:

(1) The complaint;

(2) The answer;

(3) Stipulation of facts filed November 17,

1941;

(4) Stipulation for submission of cause filed

November 17, 1941;

(5) Opinion of the Court filed February 6, 1942

;

(6) Findings of Fact and Conclusions of Law
filed March 30, 1942. [25]

(7) Judgment entered March 30, 1942;

(8) Notice of Appeal filed May 27, 1942;

(9) This designation of the record on appeal;

(10) Statement of the points intended to be

relied upon by defendant in its appeal.

FRANK J. HENNESSY,
United States Attorney.

[Endorsed] : Filed Jul. 18, 1942. [26]
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[Title of District Court and Cause.]

STATEMENT OF POINTS TO BE RELIED
UPON BY DEFENDANT ON THE AP-

PEAL TO THE UNITED STATES CIR-

CUIT (^OURT OF APPEALS FOR THE
NINTH CIRCUIT

Comes now the United States of America, de-

fendant and appellant herein, and hereby states the

points intended to be relied upon on the appeal of

the above-entitled case:

(1) In a case involving the proper method of

computing depreciation after it had been deter-

mined that the remaining life of a taxpayer's de-

preciable assets was longer than that originally

estimated, the defendant and appellant assigns

error to the District Court in that he failed to hold

that the cost basis of such assets to be recovered

at the [27] new rate of depreciation (6 2-3%) is

cost, less depreciation deducted at a higher i-ate

(10%) on the previous returns which had been ac-

cepted by the Coromissioner.

(2) In such case the defendant assigns error to

the District Court in holding that since the tax-

payer had received no tax advantages from the de-

ductions at the higher rate (10%) in the previous

returns, the cost basis to be recovered should be

reduced by depreciation computed for previous

years at the new rate of 6 2-3 per cent.

FRANK J. HENNESSY,
United States Attorney.

[Endorsed] : Filed Jul. 18, 1942. [28]
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District Court of the United States

Northern District of California

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD ON APPEAL

I, Walter B. Maling, Clerk of the District Court

of the United States, for the Northern District of

California, do hereby certify that the foregoing 28

pages, numbered from 1 to 28, inclusive, contain a

full, true, and correct transcript of the records and

proceedings in the case of Don Lee, Inc., Plaintiff,

vs. United States of America, Defendant, No.

21866-R, as the same now remain on file and of

record in my office.

I further certify that the cost of preparing and

certifying the foregoing transcript of record on

appeal is the sum of Three dollars and eighty cents

($3.80) and that the said amount has been paid to

me by the Attorney for the appellant herein.

In Witness Whereof, I have hereunto set my
hand and affixed the seal of said District Court at

San Francisco, California, this 22nd day of July,

A. D. 1942.

[Seal] WALTER B. MALING,
Clerk.

WM. J. CROSBY,
Deputy Clerk. [29]
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PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.

In the United States Circuit Court of Appeals

for the Ninth Circuit

No. 10206

UNITED STATES OF AMERICA,
Apjjellant,

vs.

DON LEE, INC.,

Appellee.

DESIGNATION OF POINTS TO BE RELIED
UPON BY APPELLANT ON THE AP-
PEAL TO THE UNITED STATES CIR-

CUIT COURT OF APPEALS FOR THE
NINTH CIRCUIT

The Appellant hereby desig^nates the points to be

relied upon in tlic prosecution of the appeal before
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this court, the same points designated in the Dis-

court Court, namely:

(1) In a case involving the proper method of

computing depreciation after it had been deter-

mined that the remaining life of a taxpayer's de-

preciable assets was longer than that originally esti-

mated, the appellant assigns error to the District

Court in that he failed to hold that the cost basis

of such assets to be recovered at the new rate of

depreciation (62-3%) is cost, less depreciation de-

ducted at a higher rate (10%) on the previous

returns which had been accepted by the Com-

missioner.

(2) In such case the appellant assigns error to

the District Court in holding that since the tax-

payer had received no tax advantages from the

deductions at the higher rate (10%) in the previous

returns, the cost basis to be recovered should be

reduced by depreciation computed for previous

years at the new rate of 6 2-3 per cent.

FRANK J. HENNESSY,
United States Attorney.

[Endorsed] : Filed July 24, 1942.
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DESIGNATION OF RECORD
TO BE PRINTED ON APPEAL

To the Clerk of the United States Circuit Court of

Appeals for the Ninth Circuit

:

The appellant herein designates the entire record

lodged herein as the record to be printed on appeal.

FRANK J. HENNESSY,
United States Attorney.

[Endorsed] : Filed July 24, 1942.
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No. 10,206

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

United States of America,

Appellmitf
vs.

Don Lee, Inc.,

Appellee.

On Appeal from the District Court of the United States for the

Northern District of California, Southern Division.

BRIEF FOR THE UNITED STATES.

OPINION BELOW.

The memorandum opinion of the District Court (R.

16-21) is reported in 42 F. Supp. 884.

JURISDICTION.

This is an action for the recovery of income and

excess profits taxes paid. The complaint, filed May 7,

1941 (R. 2-7), alleges that the taxes were illegally

exacted and that the claims for refund, filed Jime 26,

1940, were rejected on January 25, 1941 (R. 6) ; also,

that the action is instituted imder the revenue laws of



the United States (R. 2). While the complaint does

not refer specifically to the statutory provision be-

lieved to sustain jurisdiction, it is assumed that the

jurisdiction of the District Court was invoked mider

Section 24 (20) of the Judicial Code, as amended. The

case is brought to this Court by notice of appeal filed

May 27, 1942 (R. 24), from the jud.^ment of the Dis-

trict Court entered March 30, 1942 (R. 23). The juris-

diction of this Court rests upon Section 128 (a) of the

Judicial Code, as amended.

QUESTION PRESENTED.

Whether, in computins,- depreciation for the years

1935 and 1936 under Sections 23, 113 and 114 of the

Revenue Acts of 1934 and 1936, the taxpayer's basis

should be reduced by the amomit deducted for de-

preciation in prior years (1931 to 1933, inclusive) in

excess of that properly allowable where the excess was

not offset by taxable income for those years.

STATUTES AND REGULATIONS INVOLVED.

Revenue Act of 1934, c. 277, 48 Stat. 680:

SEC. 23. DEDUCTIONS FROM GROSS IN-

COME.

In comi)uting net income there shall be allowed

as deductions

:

(1) Depreciation.—A reasonable allowance for

the exhaustion, wear and tear of property used in



the trade or business, including a reasonable allow-

ance for obsolescence. * * *

(n) Basis for Depreciation and Depletion.—
The basis upon which depletion, exhaustion, wear

and tear, and obsolescence are to be allowed in

respect of any property shall be as provided in

section 114.

SEC. 113. ADJUSTED BASIS FOR DETER-
MINING GAIN OR LOSS.

It ***** *

(b) Adjusted Basis.—The adjusted basis for

determining the gain or loss from the sale or other

disposition of property, whenever acquired, shall

be the basis determined undef subsection (a), ad-

justed as hereinafter pro^aded.

(1) General Rule.—Proper adjustment in

respect of the propei-ty shall in all cases be

made

—

*******
(B) in respect of any period since Feb-

ruary 28, 1913, for exhaustion, wear and tear,

obsolescence, amortization, and depletion, to

the extent allowed (but not less than the

amount allowable) under this Act or prior

income tax laws. * * *

SEC. 114. BASIS FOR DEPRECIATION
AND DEPLETION.

(a) Basis for Depreciation.—The basis upon

which exhaustion, wear and tear, and obsolescence

are to be allowed in respect of any property shall

be the adjusted basis provided in section 113 (b)



for the purpose of determining the gain upon the

sale or other disposition of such property.

Sections 23 (1) and (n), 113 (b) (1) (B) and 114

(a) of the Revenue Act of 1936 contain the same pro-

visions as those of the Revenue Act of 1934, above

quoted.

The applicable regulations are Articles 23 (1)-1, 2,

4, 5 and 9, 113 (b)-l and 114-1 of Treasury Regula-

tions 86 and 94, relating to the Revenue Acts of 1934

and 1936.

STATEMENT.

Pursuant to stipulation (R. 15), the case was sub-

mitted to the District Court for decision upon the

stijHilation of facts and the pleadings (R. 21). There-

after briefs were filed and the court made special find-

ings of fact and conclusions of law (R. 22) and gave

judgment for the taxpayer in the principal sum of

$1,637.77 (R. 23) from which judginent this appeal

has been taken.

The following facts were stipulated (R. 10-14) and

found by the District Court (R. 22) :

The taxpayer, Don Lee, Inc., at all times hereinafter

mentioned, was a corporation organized under the

laws of California, with an office in San Francisco.

(R. 11.)

The taxpayer, on or about January 1, 1931, was the

owTier of depreciable machineiy, equi lament, furniture

and fixtures, subject to depreciation allowance, which



cost $292,301.22 and which, after deducting deprecia-

tion of $183,410.43, had a book value as of January 1,

1931, of $108,890.79. The taxpayer on its books of

account computed depreciation on the basis of a ten-

year life from the date of acquisition of the properties.

In filing' its income tax returns for the years 1931,

1932, 1933, 1934, 1935 and 1936, the taxpayer reported

a deduction of depreciation on the same basis. (R. 11.)

On March 14, 1936, the taxfjayer filed its income tax

return for the calendar year 1935 showing its gross

income and deductions, among which was an item of

depreciation in the amount of $40,271.08, and ai net

income on which income and excess profit taxes of

$32,454.83 were payable, and whicji were paid in quar-

terly installments in 1936. (R. 11-12.)

Thereafter, the Commissioner of Internal Revenue

determined that the depreciation allowable to the tax-

payer for the year 1935 was not $40,271.08, as re-

ported, but was $34,399.97. This, and other adjust-

ments not in dispute, increased the net income and

made an additional tax due. A notice of deficiency in

income and excess profits tax of $3,808.50, interest

$517.91, a total of $4,326.41, was duly given, which was
paid on July 12, 1938. (R. 12.)

On March 15, 1937, the taxpayer filed its income tax

return for the calendar year 1936 showing gross in-

come and deductions, among which was an item of de-

preciation in the amount of $37,816.58, and a net

income on whicli an income tax of $59,695.16 was due,

which was paid in quarterly instalhnents in 1937.

(R. 12.)



Thereafter, upon facts coming to his attention, the

Commissioner made adjustments (not now in dispute)

which increased the net income and resulted in a defi-

ciency in income tax of $757.64. This deficiency was

paid on July 12, 1938, by the taxpayer, together with

interest amoimting to $57.57, or a total amount of

$815.21. Thereafter, the taxpayer filed its claim for

refund for 1936, in which taxpayer claimed that addi-

tional depreciation for 1936 ought to be allowed

amounting to $3,730.55. (R. 12.)

The dispute as to allowable depreciation resulted

from a determination by the Commissioner made in

June, 1938, that certain property upon which depre-

ciation was taken by the taxpayer had a normal and

useful life of 15 years from date of acquisition, and

that the depreciation allowable thereafter should be

computed on that basis and not on the basis of a life

of 10 years. (R. 12-13.)

The taxpayer filed its claim for refmid of tax and

interest for the years 1935 and 1936 on Jmie 27, 1940.

These claims were based on the gromid that the life

of the assets in question was 15 years from date of

acquisition, and that since taxpayer sustained operating

losses for the years 1931, 1932 and 1933, depreciation

for those years should be adjusted on the basis of a

normal useful life of 15 years from date of acquisition,

and that if depreciation for those years were so ad-

justed, the book value of the assets as of January 1,

1934, would be increased and a larger amomit of de-

preciation for 1935 and 1936 would be allowable. The

claims for refimd wei-e rejected on May 10, 1941. No



part of the tax and interest in dispute herein has been

refunded to the taxpayer. The taxpayer sustained

operating losses during the years 1931, 1932 and 1933

which, in fact, exceeded the depreciation reported.

(R. 13.)

Allowance for depreciation for the years 1935 and

1936 upon the basis of a 15-year useful life from the

date of acquisition is correct. (R. 13.)

The parties stipulated that if taxpayer's contention

is correct, and the book value of the properties as of

January 1, 1934, should be increased by the amount of

excessive depreciation reported for the income tax

returns for 1931, 1932 and 1933, then the allowable

depreciation for 1935 should be increased by $4,694.04,

and the taxpayer has overpaid its income tax for 1935

in the amomit of $880.13 ; and the allowable deprecia-

tion for 1936 should be increased by $3,730.55. Tax-

payer's overpayment of income tax for 1936, if the

allowable depreciation is so increased, would amoimt

to $1,209.63, of which $757.64, with interest, was paid

on July 11, 1938. The statute of limitations has rim

on recovery of sums paid prior to July 11, 1938, in so

far as the 1936 tax is concerned. (R. 14.)

As stated above, the District Court gave judgment

for the taxpayer and tlie United States took this

appeal.
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STATEMENT OF POINTS TO BE URGED.

The District Court erred:

1. In not holding that the taxpayer's basis to be

recovered at the new depreciation rates is cost less

depreciation deducted on previous retiuns which were

accepted by the Commissioner, even though deprecia-

tion in those returns was excessive and the excess was

not offset by taxable income.

2. In entering judgment for the taxpayer.

SUMMARY OF ARGUMENT.

The decision of the District Court is plainly un-

sound. Sections 114 (a) and 113 (b) (1) (B) of the

Revenue Acts of 1934 and 1936 provide that in deter-

mining the basis for depreciation, proper adjustment

shall be made in respect of earlier years, for deprecia-

tion, to the extent allowed (but not less than the

amount allowable) under the Act or prior income tax

laws. The decision below would confine the adjust-

ments to the amomit allowable even though the tax-

payer actually claimed more as deductions in prior

years and the Commissioner did not oppose. That

result is contrary to the statute. It is immaterial

whether the amounts in question were offset by taxable

income, for the statute does not depend for its opera-

tion upon considerations of whether the taxpayer de-

rived any tax advantage from the deductions in prior

years.



* ARGUMENT.

THE TAXPAYER'S BASIS SHOULD BE REDUCED BY THE
ENTIRE AMOUNT OF DEPRECIATION CLAIMED AND AL-

LOWED FOR PRIOR YEARS.

Section 114 (a) of the Revenue Acts of 1934 and

1936, supra, provides that the basis for depreciation

shall be the adjusted basis provided in Section 113 (b),

supra, for the purpose of determining the gain upon

sale or other disposition of the property. Section 113

(b) (1) (B) jjrovides that in determining such basis,

proper adjustment shall be made in respect of any

period since February 28, 1913, for depreciation, to

the extent allowed (but not less than the amount allow-

able) mider the Act or prior income tax laws. It is

our view that depreciation is allow^ed within the mean-

ing of the statute when it is claimed by the taxpayer

and not opposed by the Commissioner, even though the

taxpayer has no net income which is offset thereby.

We find nothing in the statute or regulations, supra,

which supports the conclusion that a deduction can

be treated as allowed only when it results in a tax

advantage to the taxpayer. And in Helvering v. State-

Planters Bank & Trust Co., 130 F. 2d 44 (CCA. 4th),

the court, approving G.CM. 22,163, 1940-2 Cum. Bull.

76, held that amounts recovered in any taxable year

upon debts previously charged off and allowed as a

deduction should be treated as taxable income regard-

less of whether the prior allowance of the deduction

resulted in a tax benefit to tlie taxpayer. That case

certainly supports our position here and it has been

followed by the Third Circuit in Commissioner v.
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United States & International Securities Corp. (C.C.

A. 3d), decided September 24, 1942 (1942 C.C.H., par.

9667). To the same effect see Stearns Coal & Lumber
Co. V. Glenn, 42 F. Supp. 28 (W.D. Ky.), appeal to

the Circuit Court of Appeals for the Sixth Circuit

pending. Cf . also National Bank of Commerce v. Com-

missioner, 115 F. 2d 875 (CCA. 9th).

It is tme that in Pittsburgh Bretving Co. v. Com-

missioner, 107 F. 2d 155 (CCA. 3d), the court took

the view that depreciation is not allowed within the

meaning of the statute^ unless it is actually taken as a

deduction against taxable/ income and that case was

followed by the court below- but it is believed to be

unsound and in substantial conflict with the State-

Planters Bank cfc Trust Co. and International Securi-

ties Corp. cases, supra. See also Beckridge Corp. v.

Commissioner, 129 F. 2d 318 (€.CA. 2d). Attention is

also invited to a note in 40 Columbia Law Review 540,

where it is concluded that the Pittsburgh Brewing Co.

case was erroneously decided.

Prior to the 1924 Act, there was no specific provi-

sion with respect to adjustment for depreciation in

computing gain or loss from a sale of property, but

the courts nevertheless held that the basis should be

^The statute there involved, Section 113 (b) (1) (B) of the
Revenue Act of 1932, contains the same provisions as Section 113
(b) (1) (B) of the Revenue Acts of 1934 and 1936, here involved.

-The Pittsburgh lirewing Co. case was also followed in Knniedif
Laundry Co. v. Commissioner, 46 B.T.A. 70, ai)peal to the (^'ircuit

(ourt of Api)eals lor the Seventh Cii-cuit pending;, and in Vir-

ginian Hotel Corp. v. Commissioner, decided May 6. 1942 (Pren-
tice Hall B.T.A. Service, par. 42,268), appeal to the Circuit Court
of AppeaJs for the Fourth Circuit pending.
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reduced by the amount which was legally allowable in

past years even though no such deduction was taken

and no tax advantage would! have resulted if it had

been taken. United States v. Ludey, 274 U. S. 295;

HardtvicJi Realty Co. v. Coniinissioner, 29 F. 2d 498

(CCA. 2d). The theory underlying these cases is that

by using u}) j^roperty, a gradual sale is made of it.

When the property is disposed of after years of use,

the thing then sold is not the whole thing originally

acquired. The amount of depreciation must be de-

ducted from the original cost of the whole in order

to determine the cost of that disposed of in the tinal

sale. See United States v. Ludey, supra, p. 301. By
Section 202 (b) of the Revenue Act of 1924, it was

provided that in comi^uting gain or loss, adjustment

should be made for depreciation previously allowed.

Section 202 (b) of the Revenue Act of 1926 is some-

what ditferent ; it provides for diminution of the basis

by the amount of the deductions for depreciation

which have since the acquisition of the property been

allowable. That provision is also contained in Section

111 (b) (2) of the Revenue Act of 1928. In Section

113 (b) (1) (B) of the Revenue Act of 1932, the law

was again changed so as to provide for adjustment for

depreciation to the extent allowed (but not less than

the amount allowable) mider that Act or prior income

tax laws. As hereinbefore noted, the same provision is

contained in Section 113 (b) (1) (B) of the Revenue

Acts of 1934 and 1936, here involved."^ The reason for

the 1932 change was to prevent a taxpayei* wlio had

3A11 of these Revenue Acts from 1924 to 1936 have provided
generally that the same basis sliall be used for dcin-cciation as for

gain or loss. See Section 204 (c), Revenue Acts of 1924 and 1926,
Section 114 (a), Revenue Acts of 1928, 1932, 193-4 and 1936.
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taken depreciation deductions over a period of years

from claiming' in a subsequent yeiw that such deduc-

tions were excessive and that his basis sliould be re-

duced only by a lesser amount which was properly

allowable,"* If a taxpayer could do this, then he mis^ht

obtain a double deduction which was not intended by

Congress. But surely it does not follow that Con£cress

meant to limit the adjustment to the amount actually

deducted from taxable income. Clearly, the statute

provides for adjustment in respect of the amount

allowable, where that is greater than the amount al-

4See S. Rep. No. 665, 72d Cong., 1st Ses.s., p. 29 (1939-1 Cum.
Bull. (Part 2) 496, 517), as follows:

In subparagraph (B), relating to depreciation, etc., for the

period since February 28, 1913, the bill requires that adjust-

ment be made "to the extent alloAved (but not less than the

amount allowable)" instead of "by the amount * * * allow-

able'' as in the prior act. The Treasury has fre(|uently en-

countered cases where a taxpayei', who has taken and been

allowed depreciation deductions at a cert-ain rate consistently

over a period of years, later finds it to his advantage to claim

that the allowances so made to him were excessive and that

the amounts which were in fact "allowable" were much less.

By this time the (lovernment may be barred from collecting

the additional taxes which would be due for the prior years

upon the strength of the taxpayer's present contentions. The
Treasury is obliged to rely very large ui>on the good faith and
judgment of the taxpayer in the determination of the allow-

ances for depreciation, since these are primarily matters of

judgment and are governed by facts particularly within the

knowledge of the taxpayer, and the Treasury should not be

penalized for having approved the taxpayer's deductions.

While the committee does not regard the existing law as

countenancing any sucli inequitable results, it believes the new
bill should specifically preclude any such possibility. Your
committee has not thought it necessary to include any express

provision against ivtroactive adjustments of depreciation on

tiie part of the Treasury as the regulations of the Treasury

seem adequate to ])rotect the interests of taxj)Myer in such

eases. These regulations require the depreciation allowances

to be made from year to year in accordance with the then

kno\NTi facts and do not permit a retroactive change in these

allowances by reason of the facts developed or ascertained

after the years for which such allowances are made.
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lowed, even though no deduction was ever claimed.

Beckridge Corp. v. Commissioner, supra; Herder v.

Helvering, 106 F. 2d 153 (App. D.C.), certiorari

denied, 308 U. S. 617. And where, as here, the amount

actually taken as deductions exceeds that properly

allowable, then imder the statute, the first amount

must be used as the adjusting figure regardless of

whether such deductions resulted in any tax advantage

to the taxpayer. The statute is plain and unqualified

and in the absence of an express provision to the con-

trary, we submit that it should be interpreted in con-

foiTQity with the rule that a deduction is none the less

allowed even though it results in no tax advantage to

the taxpayer. Helvering v. State-Planters Bank &
Trust Co., supra. Each taxable year must be regarded

as an independent unit for income tax purposes (Bur-

net V. Sanford & Brooks Co., 282 U. S. 359 ; Burnet v.

Thompson Oil & G. Co., 283 U. S. 301, 306), and it

would be contrary to the spirit of that rule to permit a

taxpayer to reduce his income for one year merely

because he derived no tax advantage from a deduction

taken in a previous year.

Moreover, it is erroneous to assume that a taxpayer

derives no tax advantage from any particular deduc-

tion merely because he has no net income for the year

in question. So long as he has some gross income, it

can not be said that the deduction did not contribute

to some extent at least in offsetting that income. In

the instant case the taxi)ayer sustained losses in the

years 1931-1933 during which it rei)ortod depreciation

in excess of the amomit properly allowable. But we

submit that this is not sufficient to compel the conclu-

sion that the depreciation deductions resulted in no
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tax advantage for those years. See dissenting opinion

of Member Disney in Kennedy Laundry Co. v. Com-
missioner, 46 B.T.A. 70, supra. The record does not

contain the tax returns and we submit that the tax-

payer has failed to sustain the burden of proving the

absence of tax advantage, even if that sliould be con-

sidered material Cf. Burnet v. Houston, 283 U. S.

223.

Fui-thermore, there would be admmistrative diffi-

culties in applying the lule approved by the court

below. See Helvering v. State-Planters Bank cO Trust

Co., supra, where in an analogous situation the court

said (p. 48) :

To apply the rule contended for by taxpayer

would, we think, result in great confusion and
complication in this particular branch of the tax

law. What w^ould be the rule where the charge off

has resulted in tax benefit only to the extent of a

portion of the debt? What, where other deduc-

tions are involved which, together with the deduc-

tion of the debt, result in no taxable income?

What of the situation where, because of differ-

ence in tax rate, the tax benefit from the deduc-

tion does not equal the amomit of the tax arising

from the collection? The rule which wo think is

the correct one presents no such difficulties and is

logically miassailable. The taxi)ayer is bomid by

the election which he has made in charging the

debt off and deducting it as worthless in his re-

turn. There is no occasion to inquire whether this

has resulted in tax benefit, for tlie matter imdei*

consideration is the income of a subsequent year.

Where a taxpayer has gross income and the depre-

ciation item is only one of several items comprising
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the total deductions which wei'e taken into considera-

tion in determining a net loss, it is difficult to see any

ground for concluding that the depreciation resulted

in no tax advantage, unless it be to the small frac-

tional extent resulting from apportioning net loss in

the ratio of depreciation to total deductions. See dis-

senting opinion of Member Disney in Kennedy
Laundry Co. case, supra.

In the light of these considerations, we submit that

there is no occasion to inquire whether the deductions

in question resulted in tax benefit. They were claimed

by the taxpayer, allowed by the Commissioner and

under the specific language of the statute, the amount

thereof should be applied against^the basis for future

depreciation deductions.

CONCLUSION.

The judgment of the court below should be reversed.

Dated, November 6, 1942.

Respectfully submitted,

Samuel O. Clark, Jr.,

Assistant Attorney General,

Sewall Key,

L. W. Post,
Special Assistants to the Attorney General,

Frank J. Hennessy,
United States Attorney,

Esther B. Phillips,

Assistant United States Attorney,

Attorneys for Appellant.
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Don Lee, Inc.,
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Appellee.
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BRIEF FOR DON LEE, INC., APPELLEE.

Jurisdiction.

This is an action to recover income and excess profits

taxes alleged to have been erroneously and illegally col-

lected by the United States [R. 2]. The jurisdiction of

the District Court is sustained by Section 24 (20) of the

Judicial Code, as amended; and that of the Circuit Court

by Section 128 (a) of the Judicial Code, as amended. The

taxpayer was at all times concerned a corporation organ-

ized under the laws of California, with an office in San

Francisco. Claims for refund of the taxes alleged to

have been illegally and erroneously collected were filed on

June 26, 1940, and were rejected by the Commissioner of

Internal Revenue on January 25, 1941. The complaint

was filed on May 7, 1941. Judgment of the District



Court was entered March 30, 1942, in favor of the tax-

payer. Notice of appeal was filed by the United States

on May 27, 1942.

Question Presented.

Where the taxpayer reports excessive depreciation of

property for the years 1931, 1932 and 1933, but does not

benefit from such depreciation by an offset against taxable

income for these years because of business losses, should

that portion of the depreciation beyond the amount legally

allowable be added back to the basis of the property for

computing depreciation for the years 1935 and 1936?

Statement.

The case was submitted to the District Court for deci-

sion upon the stipulation of facts and the pleadings [R.

10-14, 21]. Appellant's statement of the case sets forth

substantially the said stipulated facts, and, therefore, no

separate statement is made herein.

Summary of Argument.

The basis of property for depreciation is the cost

thereof reduced by the amount of depreciation allowed

(but not less than the amount allowable) in previous years.

To constitute "allowed" within the meaning of Section

113(b)(1)(B) of the Revenue Acts of 1934 and 1936,

the amount of depreciation in excess of that legally allow-

able must reduce taxable income. Therefore, the excess

of depreciation which was reported by the taxpayer in

prior years over that legally allow able, to the extent that

such excess depreciation did not offset taxable income in

those years, should be added l)ack to the basis for com-

puting dei)reciation of the taxpayer's properly in subse-

quent years.
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ARGUMENT.

The Taxpayer's Basis Should Be Increased by the

Excess of Depreciation Reported in Prior Years
Over the Amount Legally Allowable, to the Ex-
tent That Such Excess Does Not Offset Taxable

Income.

The taxpayer relies upon the following statutes:

Revenue Act of 1934, c. 277, 48 Stat. 680, and Revenue

Act of 1936, c. 690, 49 Stat. 1648:

"Sec. 23. Deductions from Gross Income.

In computing net income there shall be allowed as

deductions

:

sk «k *k sir «k ^k sk ^ ^

(1) Depreciation.—A reasonable allowance for the

exhaustion, wear and tear of property used in the

trade or business, including a reasonable allowance

for obsolescence. * * *

(n) Basis for Depreciation and Depletion.—The

basis u])on which depletion, exaustion, wear and

tear, and obsolescence are to be allowed in respect of

any property shall be as provided in section 114."

"Sec. 113. Adjusted Basis for Determining Gain

or Loss.

(a) Basis (unadjusted) of property.—The basis

of property shall be the cost of such property; * * *

(b) Adjusted basis.—The adjusted basis for de-

termining the gain or loss from the sale or other dis-

position of property, whenever acquired, shall be the

basis determined under subsection (a), adjusted as

hereinafter provided.



(1) General Rule.—Proper adjustment in respect

of the property shall in all cases be made

—

(B) in respect of any period since February 28,

1913, for exhaustion, wear and tear, obsolescence,

amortization, and depletion, to the extent allowed

(but not less than the amount allowable) under this

Act or prior income tax laws. * * *"

"Sec. 114. Basis for Depreciation and Depletion.

(a) Basis for depreciation.—The basis upon which

exhaustion, wear and tear, and obsolescence are to be

allowed in respect of any property shall be the ad-

justed basis provided in Section 113 (b) for the pur-

pose of determining the gain upon the sale or other

disposition of such property."

In the instant case there is no dispute that the taxpayer

was the owner of depreciable property or as to the cost

thereof [R. 4-5]. The only point at issue is the basis upon

which the depreciation should be computed. In order to

arrive at the basis upon which depreciation should be com-

puted under the above provisions of the Revenue Acts,

it is necessary to decrease the cost by the amount of de-

preciation theretofore allowed but not less than the

amount allowable. The Commissioner of Internal Reve-

nue determined that the taxpayer's depreciable properties

had a normal and useful life of fifteen years from acquisi-

tion and taxpayer agrees with the Commissioner in this

regard [R. 13]. Depreciation computed on the fifteen-

year life rate would therefore be the amount "allowable",

and it would follow that depreciation computed on a ten-

year life rate as was used by the taxpayer in the years

1931, 1932 and 1933 was in excess of the amount

allowable.
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That portion of the depreciation reported by the tax-

payer in its income tax returns for 1931, 1932 and 1933

in excess of the amount allowable cannot be regarded as

having been "allowed", in view of the fact that the tax-

payer sustained during each of those years operating

losses which, in fact, exceeded the depreciation reported

[R. 13]. This point was considered in the case of Pitts-

burgh Brewing Co. v. Commissioner, 107 F. (2d) 155

(C. C. A. 3d), wherein it was held that depreciation was

not "allowed" merely because it was deducted; it was also

necessary that it should have reduced taxable income. We
quote from the opinion of the Court:

"Briefly stated, the question for our determination

is whether depreciation claimed by the taxpayer in its

income tax returns in amounts in excess of those

legally allowable, have been 'allowed' within the

meaning of the first sentence of Clause (B) of Sec.

113(b)(1), although no taxable income was oflfset

thereby. To put it in another way, is depreciation

'allowed' only if it is actually deducted from taxable

income or must it also be considered as 'allowed' if

it is reported on an income tax return but not taken

as a deduction because of insufficiency of income?

After full consideration of this (juestion we have

reached the conclusion that depreciation is not 'al-

lowed' within the meaning of the act unless it is

actually taken as a deduction against taxable income.

'Allow' is defined as 'To grant (something) as a

deduction or an addition; esp., to abate or deduct; as,

to allow a sum for leakage.' Webster's New Inter-

national Dictionary, 2d Ed., p. 70, def. 5. 'Allowed

in the statute accordingly means granted as a deduc-

tion. Deduction is defined as 'That which is deducted

;

the part taken away; abatement; as a deduction from



the yearly rent.' Webster's New International Dic-

tionary, 2d Ed., p. 284, def . 2 b. It is the subtrahend

in the process of subtraction. Obviously a minuend

is necessary to the process. In the case before us the

subtrahend is the depreciation and the minuend is the

taxable income. If the minuend income is absent it

follows that there can be no deduction and conse-

quently no allowance within the meaning of the act."

Since the taxpayer sustained losses during the years

1931, 1932 and 1933 which exceeded the depreciation, the

excess of depreciation reported for those years over the

amount legally allowable cannot be deemed to have been

"allowed" in view of the authority of Pittsburgh Brewing

Co. V. Commissioner, supra.

That case was followed by the court below, and also by

the Board of Tax Appeals in the following cases

:

Kennedy Laundry Co. v. Commissioner, 46 B. T.

A. 70, appeal to Circuit Court of Appeals for

the Seventh Circuit pending;

Virginian Hotel Corp. of Lynchburg v. Commis-

sioner, decided May 6, 1942, Prentice-Hall B.

T. A. Service, par. 42,268, appeal to the Circuit

Court of Appeals for the Fourth Circuit pend-

ing;

The Mosler Safe Co. v. Commissioner, decided

September 9, 1942, Prentice-Hall B. T. A.

Memo. Dec. par. 42,501.

All of the above are ''depreciation" cases, involving the

adjustment of the basis of property by adding back the

excessive amount of depreciation reported in earlier years

when the taxpayer derived no tax advantage because of

losses sustained.
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We find no case which holds contrary to the rule an-

nounced in the Pittsburgh Brewing Co. case and followed

in all subsequent Board of Tax Appeals decisions involv-

ing the same question, nor has appellant cited any in its

brief.

Appellant is not in agreement with the view on this

matter of the Circuit Court of Appeals for the Third Cir-

cuit or of the Board of Tax Appeals in the cases cited

above, or of the Court below in the case at bar ; but con-

tends that depreciation is allowed within the meaning of

the statute when it is claimed by the taxpayer and not op-

posed by the Commissioner, even though the taxpayer has

no net income which is offset thereby. Appellant concludes

that the view of the Court in the Pittsburgh Brewing Co.

case, supra, is in conflict with the following cases

:

Helvering v. State-Planters Bank & Trust Co., 130

F. (2d) 44;

Commissioner v. United States & International

Securities Corp., decided September 24, 1942

(1942 C. C. H., par. 9667);

Stearns Coal & Lumber Co. v. Glenn, 42 F. Supp.

28 (W. D. Ky.), appeal to the Circuit Court of

Appeals for the Sixth Circuit pending;

National Bank of Commerce v. Commissioner, 115

F. (2d) 875 (C. C. A. 9th).

These cases cited by appellant are all "bad debt" cases,

involving the treatment of amounts recovered upon debts

charged off in prior loss years. They are ruled by entirely

different provisions of the statutes and regulations, con-

cerning gross income, bad debts and recoveries thereof;

and are not concerned with the construction of the sec-



tions of the law on depreciation and the basis of property

for depreciation.

It should be pointed out further with respect to the

"bad debt" cases, that the House of Representatives Ways

and Means Committee in its report on the Revenue Bill of

1942 (H. R. Rep. No. 2333, 77th Cong., 2d Session, p.

116; 1942 Internal Revenue Bull. No. 43, Oct. 26, 1942,

pp. 17, 54) comments as follows:

"There is at present considerable confusion as to

the state of the law regarding the recovery of bad

debts or taxes which have been taken as deductions

in previous years. The confusion has arisen as to

whether the taxation of the amount of the bad debt

or tax recovered in the year of such recovery depends

upon the tax benefit which the taxpayer derived from

the deduction of those items in a prior year.

The bill settled this question by excluding from the

gross income of the taxpayer in the year of the re-

covery the amounts recovered to the extent that the

debt or tax did not in any prior taxable year reduce

his income tax liability. * * *"

The Revenue Act of 1942 (Sec. 116) clarifies the law

relative to bad debt recoveries by an express provision,

made retroactive to all taxable years, excluding such re-

coveries from income where the debt was charged off in a

prior loss year to the extent that tax liability was not

reduced thereby.

We submit, therefore, as to the aforementicmed cases

cited by appellant, first, that they are not in point because

they involve the construction of entirely different sections

of the statute, and second, that the rule involved in those

cases cannot be regarded as the correct interpretation of



the law or as an expression of the intent of Congress in

view of the aforesaid Committee Report, supra, and Sec.

116 of the Revenue Act of 1942. Moreover, in none of

the said cases did the Court draw any analogy between

the bad debt provisions of the law and the depreciation

sections of the law.

Appellant points out that, although there was no specific

provision prior to the 1924 Act with respect to adjust-

ment for depreciation in computing gain or loss from a

sale of property, the courts have held the basis should be

reduced by the amount which was legally allowable in past

years even though no such deduction was taken and no

tax advantage would have resulted if it had been taken.

With this point and the authorities cited to support it

{United States v. Ludley, 27A U. S. 295; Hardwick

Realty Co. v. Commissioner, 29 F. (2d) 498 (C. C. A.

2d), we are in full accord. So also are we in agreement

with the authorities cited by appellant (namely, Beckridge

Corp. V. Commissioner, 129 F. (2d) 318; Herder v. Hel-

vering, 106 F. (2d) 153) to the effect that the statute

provides for adjustment in respect of the allowable de-

preciation, where that is greater than the amount allowed,

even though no deduction was ever claimed.

The rule of the Pittsburgh Brezuing Co. case, supra,

does not apply where the prior deduction was allowable.

(Lehman v. Commissioner, decided October 1, 1942.

Prentice-Hall B. T. A. Memo Service, par. 42,540. The

taxpayer should report in each taxable year the amount

of depreciation to which he is entitled (L^. S. v. Ludley,

supra), i. e., the amount "allowable." If he reports less

than the amount allowable or none at all, the basis for

future depreciation must nevertheless be reduced by the
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full amount of depreciation allowable in previous years.

The statute defines the minimum adjustment for deprecia-

tion as the amount allowable. If, however, the taxpayer

reports depreciation in excess of the amount legally allow-

able, then the rule of the Pittsburgh Brewing Co. case

applies and the excess depreciation is deemed allowed to

the extent that it reduces taxable income. The court in

the Pittsburgh Brewing Co. case fully considered the in-

tent of Congress and, after examining into the legislative

history of the pertinent provisions and the House Ways

and Means Committee report there, concludes

:

"Obviously the Committee referred to the situation

in which a taxpayer, having had the benefit of a

larger depreciation deduction from gross income than

was properly allowable to him, claims upon the sale

of the depreciated property that his sale basis should

be increased by deducting only the smaller deprecia-

tion properly allowable, thus gaining a double deduc-

tion against taxable income. We think it clear that

it was to prevent the probability of such a double

deduction that the provisions of the Revenue Act of

1932 [identical with the corresponding provisions of

the Revenue Acts of 1934 and 1936] which we are

considering were enacted. No double benefit can be

received where, as in the case before us, the deprecia-

tion originally claimed offsets no taxable income

which would otherwise have been taxable."

Appellant invites attention to a Columbia Law Review

article (40 Columbia Law Review 540) where it is con-

cluded that the Pittsburgh Braving Co. case was erro-

neously decided. In that article the author was under the

erroneous impression that the court had decided, contrary

to law, that the basis should not, under any circum-
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stances, be reduced by depreciation unless the taxpayer

actually received the benefit thereof as a deduction from

taxable income, whereas in fact, as was pointed out above,

the doctrine of the Pittsburgh Brewing Co. case applies

only to the amount of depreciation in excess of that legally

allowable.

Appellant has cited three other cases not heretofore dis-

cussed in this brief. Two of them deal with the rule that

each taxable year must be regarded as an independent

unit for income tax purposes. {Burnet v. Sanford &
Brooks Co., 282 U. S. 359; Burnet v. Thompson Oil &
G. Co., 283 U. S. 301, 306.) Again, we do not dispute

the rule, but contend that it has no application to the issue

involved in the case at bar. Appellant states that it would

be contrary to that rule to permit a taxpayer to reduce

his income for one year merely because he derived no tax

advantage from a deduction taken in a previous year. That

is not our contention. Rather, we are here concerned

with the rule for correctly determining the basis as of a

given date on which to compute depreciation subsequent

thereto, and in this regard the statutes and regulations

cited in both the appellant's and our briefs prescribe the

method for arriving at the correct basis, which is to de-

crease the original cost by the amount of depreciation

theretofore "allowed", but not less than the amount

"allowable". If a taxpayer failed to deduct the full

amount of depreciation allowable in any year, such tax-

payer would nevertheless be required to use as a basis for

depreciation in subsequent years the cost reduced by the

lull amount of allowable depreciation. On the other hand,

if the taxpayer deducted depreciation in excess of the

amount allowable, and benefited from such excessive de-

preciation through reduction of taxable income, then the
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basis for depreciation in subsequent years would be the

cost less depreciation actually deducted even though in

excess of the amount allowable. The third situation,

which is that obtaining in the instant case, is where a tax-

payer reports depreciation for prior years in excess of the

amount legally allowable and does not benefit because

there was no taxable income offset thereby. The basis

for depreciation in subsequent years would be the cost

reduced by the amount of depreciation allowable rather

than the amount actually reported.

The remaining case mentioned by appellant but not

heretofore discussed in this brief is Burnet v. Houston,

283 U. S. 223, cited in connection with appellant's con-

tention that the taxpayer has failed to sustain the burden

of proving the absence of tax advantage because the

record does not contain the tax returns. It will be recalled

that this case was submitted to the District Court for

decision upon the stipulation of facts and the pleadings.

The taxpayer in its complaint alleged that in the years

1931, 1932 and 1933, and each of them, it sustained

operating losses; losses for each said year being in excess

of the depreciation reported in each such year [R. 3],

and appellant in its answer admitted that the taxpayer

in its returns for 1931, 1932 and 1933 claimed and re-

ported operating losses which were in excess of the

amount of depreciation reported for each of said years

[R. 8]. Furthermore, the parties stipulated that the tax-

payer sustained operating losses during the years 1931,

1932 and 1933 which, in fact, exceeded the depreciation
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reported [R. 13]. The agreed statement of facts, there-

fore, obviated the necessity for establishing the individual

expense items and other deductions authorized by law

which in the aggregate, exclusive of the deduction for

depreciation, exceeded the taxpayer's gross income re-

ported in its income tax returns for each of the years

1931, 1932 and 1933. Since the stipulation that there

were losses could mean only that the expenses exceeded

the gross income, we submit that it is now an undisputed

fact that the taxpayer did not receive a tax advantage

by reason of the excessive depreciation reported.

Finally, appellant maintains that it is erroneous to as-

sume that a taxpayer derives no tax advantage from any

particular deduction merely because he has no net income

for the year in question; and, further, that there would

be administrative difficulties in applying the rule approved

by the court below. In support of the former contention,

appellant cites the dissenting opinion in Kennedy Laundry

Co. V. Commissioner, supra. The Board of Tax Appeals

in that case followed the rule announced in the Pittsburgh

Brewing Co. case. We submit that the reasoning of the

dissenting opinion as well as the comment of the court

in Helvering v. State-Planters Bank & Trust Co., supra,

in support of appellant's latter contention, cannot be given

current weight in view of the expression of legislative

intent announced in connection with the enactment of Sec-

tion 116 of the Revenue Act of 1942, to exclude bad

debt recoveries from income where the debt was

charged off in a prior tax year to the extent that tax
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liability was not reduced thereby. Congress has thus

nullified and overcome the objections raised by appellant

relative to the tax benefit theory by expressly approving

it as to recovery of bad debts, prior taxes, and delinquency

amounts. It has been shown above that this action was

taken by Congress to eliminate the confusion existing in

the state of the law regarding the recovery of bad debts

or taxes which had been taken as deductions in previous

loss years.

In view of the foregoing, it is submitted that the

basis of the taxpayer's property should be adjusted by

adding back the excess of depreciation reported in prior

loss years over the amount legally allowable, since the ex-

cess did not offset any taxable income.

Conclusion.

The judgment of the court below should be affirmed.

Dated: December 16, 1942.

Respectfully submitted,

Zagon, Aaron and Fink,

Samuel S. Zagon,

Max C. Fink,

Nathan Schwartz,

Attorneys for Appellee.
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2 James Nathan Lowery vs.

United States District Court

Western District of Washington

Northern Division

May, 1942, Term

No. 45709

UNITED STATES OF AMERICA,
Plaintiff,

vs.

JAMES NATHAN LOWERY,
Defendant.

INDICTMENT

(Sec. 2553a Internal Revenue Code)

Vio. Act of Dec. 17, 1914, as amended, and

Vio. Narcotic Drugs Import and Export Act.

(Sec. 174, Title 21, U.S.C.A.)

United States of America

Western District of Washington

Northern Division—ss.

The grand jurors of the United States of Amer-

ica, being duly selected, impaneled, sworn and

charged to inquire within and for the Northern

Division of the Western District of Washington,

upon their oaths present: [1*]

Count I.

(2553a I.R.C.—possession)

That James Nathan Lowery on the twenty-ninth

•Page numbering appearing at foot of page of original Transcript

of Record,



United States of America 3

day of March, in the year of Our Lord One Thou-

sand Nine Hundred Forty-two, at the City of

Seattle, in the Northern Division of the Western

District of Washington, and within the jurisdic-

tion of this Court, then and there being, did then

and there knowingly, willfully, unlawfully, and

feloniously, and not in the original stamped pack-

age, nor from the original stamped package, pur-

chase sell, dispense and distribute a quantity, to

wit: Fifty (50) ounces of a certain compound,

manufacture, salt, derivative, and preparation of

Opium, to wit : Opium Prepared for Smoking ; con-

trary to the form of the statute in such case made

and provided, and against the peace and dignity

of the United States of America. [2]

And the grand jurors aforesaid, upon their oaths

aforesaid, do further present:

Count II.

(174—21)

That James Nathan Lowery, hereinafter called

the defendant, to wit: On or about the twenty-

ninth day of March, 1942, at the City of Seattle,

County of King, in the Northern Division of the

Western District of Washington, and within the

jurisdiction of this Honorable Court, then and

there being, did then and there violate the Act of

February 9, 1909, as amended by the Act of May
26, 1922, in that he, the said defendant, did then

and there willfully, unlawfully, knowingly, feloni-

ously and fraudulently receive, conceal, buy, sell

and facilitate the transportation and concealment
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after importation of a certain derivative and prep-

aration of Opium, to wit: Fifty (50) ounces of

Opium Prepared for Smoking, which said prepara-

tion of opium, as the defendant then and there well

knew had been imported into the United States

contrary to law.

Against the peace and dignity of the United

States of America and contrary to the form of

the statute of the United States of America in

such case made and provided.

J. CHAELES DENNIS
United States Attorney.

G. D. HILE
Assistant United States

Attorney. [3]

[Endorsed] : A true bill.

WENDELL P. HURLBUT,
Foreman

Bail, $

J. CHARLES DENNIS

[Endorsed] : Presented to the Court by the Fore-

man of the Grand Jury in open Court, in the

presence of the Grand Jury, and Filed in the

U. S. District Court May 27, 1942.

JUDSON W. SHORETT,
Clerk

By LEE L. BRUFF,
Deputy. [3a]
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[Title of District Court and Cause.]

PLEA—TRIAL DATE SET

Now on this 6th day of June, 1942, Gerald

Shucklin, Asst. U. S. Attorney appearing for the

Government and Albert D. Rosellini, attorney for

the defendant appearing, this matter comes on be-

fore the Court for arraignment and taking the plea

of defendant. The defendant is present in Court

with his counsel, and declares his true name to be

James Nathan Lowery. Defendant waives the read-

ing of the Indictment. Defendant enters a plea of

not guilty to Count I, as charged in the indict-

ment. Defendant enters a plea of not guilty to

Comit II as charged in the indictment. Case set

for trial June 30, 1942 at 10:00 A.M., end of cal-

endar, for jury cases. [4]

[Title of District Court and Cause.]

MOTION AND AFFIDAVIT FOR SUPPRES-
SION OF EVIDENCE

State Comes Now the defendant above named
and moves the Court for an order suppressing cer-

tain exhibits and evidence now improperly held

by agents of the United States Treasury Depart-

ment, Narcotics Division.

This motion is based upon the affidavits of Al-
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bert D. Rosellini and James Nathan Lowery at-

tached hereto.

ALBERT D. ROSELLINI
Attorney for Defendant

State of Washington:

County of King—ss.

Albert D. Rosellini, being first duly sworn, upon

oath deposes and says: That he is the attorney for

the defendant above named, and that he has con-

sulted with said defendant, and investigated the

facts in connection with the arrest of said defen-

dant. That said arrest is illegal and that the

exhibits and evidence secured from said defendant

were illegally obtained by Narcotics Agents in that

said Narcotic Agents did not have a search war-

rant or any other writ authorizing them to search

the defendant, James Nathan Lowery, or any of

his personal belongings, and that said agents did

not have, and could not have had, any knowledge

or information of the commission of any crime by

the defendant James Nathan Lowery. That the

defendant James Nathan Lowery was not com-

mitting any crime in their presence, and that the

Narcotic Agents did not have any information con-

cerning the possession of any narcotics or any [5]

other i)roperty taxable under the United States

laws, and that said search and seizure of the de-
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fendant was in violation of the United States Fed-

eral Constitution, Articles V and XIV.

ALBERT D. ROSELLINI
Subscribed and sworn to before me this 30th

day of June, 1942.

[Seal] THOS. MARSHALL

Notary Public in and for the State of Washing-

ton, residing at Seattle.

[Endorsed] : Filed Jul. 3, 1942. [6]

[Title of District Court and Cause.]

AFFIDAVIT OF JAMES NATHAN LOWERY

State of Washington

County of King—ss.

James Nathan Lowery, being first duly sworn,

upon oath deposes and says: That he is the de-

fendant in the above entitled action; that he is

a resident of Seattle, King County, Washington;

that at no time has he been convicted of any felon-

ies. That the only convictions against him are two

gambling charges on which he received fines of

$25.00 and $50.00 respectively. That on March

30, 1942, about 1 o'clock A. M., he arrived at

Boeing Field in the City of Seattle, on an airplane.

That on getting off the plane, he took his grip

and walked to the Boeing cab and handed the grip
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to the cab driver. That at said time, three men
came up to him and one of the men said, "F.B.I.

narcotic agents. Sunny". That said party flashed

a badge. That said men took his grip and led him

away to their car, and took him to the Federal

Court House, where his grip was opened. That

at the time that the officers told him they were

F.B.I, agents, affiant felt that he was imder arrest,

and was led away to the car under their custody.

While in the car one agent asked affiant "How
much have you in the bag". Affiant answered,

"Ten." That affiant at no time went willingly with

the officers, but he was given the impression that

he was under arrest at the [7] the officers took his

grip and told him they were F.B.I, agents. That

said agents did not have a search warrant or any

other warrant or writ authorizing them to search

affiant or any of his belongings. That said agents

did not have, and could not have had, any knowl-

edge or information of the commission of any crime

by affiant. That affiant was not committing any

crime in the presence of said agents, and said

agents did not have, nor could have had, any in-

formation concerning the possession of any nar-

cotics or any other property taxable under the

United States laws, and that said search and seizure

of the defendant and his personal belongings was

unreasonable and unlawful. Affiant came to Seat-

tle in August, 1941, and left Seattle only twice,

to-wit: November, 1941, to go to Montana for his
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divorce, and again in January to go to Montana

for his divorce.

JA^IES NATHAN LOWERY

Subscribed and sworn to before me this 3rd day

of July, 1942.

[Seal] ALBERT D. ROSELLINI
Notary Public in and for the State of Washington,

residing at Seattle.

[Endorsed]: Filed Jul. 3, 1942. [8]

[Title of District Court and Cause.]

AFFIDAVIT IN OPPOSITION TO DEFEND-
ANT'S MOTION TO SUPPRESS

United States of America

Western District of Washington

Northern Division—ss.

Donald R. Smith, being first duly sworn, on oath

deposes and says: That he is a Narcotic Agent,

United States Bureau of Narcotics, Treasury De-

partment, stationed at Seattle, Washington, and

that he makes this affidavit on behalf of the United

States in opposition to defendant's motion to sup-

press evidence.

That affiant is familiar with the records and

correspondence in the office of the Bureau of Nar-

cotics at Seattle, Washington; that prior to the

acts herein related he reviewed a letter in the files
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of said Bureau received from the San Francisco

office of the Bureau of Narcotics dated June 11,

1941, at Los Angeles, that the said defendant James

Nathan Lowery was believed to be trafficking in

drugs between California and Montana; that af-

fiant knew that the said defendant resided in this

district for approximately the past year.

That your affiant, while acting in his capacity

as Narcotic Agent, received information which he

believed and does believe was reliable from a con-

fidential source upon [9] whom affiant depended

in the past and whose information on prior occa-

sions had been correct, that the defendant James

Nathan Lowery had received a letter from one

Tony Alvarado, living at F29 la, 729 Ugarto, City

of JusLTex, State of Chihuahua, Mexico, and that

the letter stated in effect the following:

"How are you?

I got your letter today. My wife went to

get it. Don't come until you get tela, with

' price and everything. Price no trouble, I want

to keep friendship"

Signed "TONY".

and that said confidential source disclosed that the

said James Nathan Lowery was going to make a

trip Soutli to obtain opium and that he would

pro})ably go by airplane. This was in March,

1942.

This same confidential source advised affiant on

March 24, 1942, that the defendant James Nathan

Lowery received a telegram from the said Tony
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Alvarado, signed "Tony", which came from Mexico

and stated as follows:

"I have ten carates good quality. Answer

if you will come.

TONY".

Your affiant checked the Spanish definition of the

word "carates" and found that it meant "liver

spots or brown spots"; your affiant deduced from

this that the said word was a code word between

the correspondents meaning opium.

Your affiant through his investigation discovered

that the defendant under the name of James Smith

departed from Seattle by plane at 8 :45 P.M. March

26, 1942, for El Paso, Texas^ on a round-trip

ticket; that El Paso, Texas, is just across the in-

ternational border from Juarez, Mexico, the place

where the telegram and letter came from. Affiant

received information from the United Air

Lines that the defendant James Nathan Lowery

was booked for a return trip by [10] plane, which

was scheduled to arrive at 12:10 on the morning-

of March 29, 1942, and which actually arrived at

12:55 that day.

In company with Narcotic Agent Henry L. Gior-

dano, I went to Boeing Field Airport about the

time of the arrival of the plane. I had previously

seen Lowery and could recognize him. I saw him

leave the plane, claim his baggage and proceed to

the Air Lines limousine which carries passengers

into the city. As Lowery took the bag which he

was carrying over to the limousine, Narcotic Agent
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Hain said "We are Federal Officers" and took the

bag from the driver of the limousine, and Lowery

voluntarily went with Hain, Narcotic Agent Gior-

dano and Detective Lieutenant Belland of the Po-

lice Department and affiant over to the automobile

of the Narcotic Bureau. In the car were the de-

fendant Lowery, Agents Hain and Giordano and

Detective Lieutenant Belland. Affiant then left

and drove to the Narcotic Bureau office in the

United States Court House. In the office, in the

2)resence of District Supervisor A. M. Bangs of

the Narcotic Bureau, and Detective Lieutenant Bel-

land and Agents Hain and Giordano, the defen-

dant opened his bag and handed me ten cans of

smoking opium, seven cans were in a shaving kit

and three were in a newspaper. The defendant

Lowery stated that he obtained the opium in El

Paso, Texas, for $650.00.

(Signed) DONALD R. SMITH
Subscribed and sworn to before me this 2d day

of July, 1942.

(Signed) TRUMAN EGGER
Deputy Clerk, U. S. District Court, Western Dis-

trict of Washington.

Copy of within received Jul. 3, 1942.

ALBERT D. ROSELLINI
M

[Endorsed]: Filed Jul. 3, 1942. [11]
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[Title of District Court and Cause.]

AFFIDAVIT IN OPPOSITION TO DEFEND-
ANT'S MOTION TO SUPPPtESS

United States of America

Western District of Washington

Northern Division—ss.

A. M. Bangs, being first duly sworn, on oath

deposes and says: That he is District Supervisor,

Bureau of Narcotics, U. S. Treasury Department,

at Seattle, Washington, for the states of Wash-

ington, Oregon, Idaho, Montana and Alaska, and

that he makes this affidavit on behalf of the United

States in opposition to defendant's motion to sup-

press evidence.

That I first learned about the defendant James

Nathan Lowery in my official capacity in June,

1941, when I received an official letter from the

San Francisco Narcotic office advising that an

investigation conducted in Los Angeles, California,

had very definitely indicated James Nathan Lowery

to be engaged in narcotic activities between Cali-

fornia and Montana, particularly Great Falls. I

subsequently caused an investigation to be made
in Great Falls by the Narcotic Officers stationed

in Montana, and was advised as a result of that

investigation that Lowery had been in Great Falls,

Montana, l3ut had departed and was believed to

be in Seattle; subsequently, personal investigations

and investigations by [12] officers working under

my direction revealed that James Nathan Lowery
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had come to Seattle about August, 1941, from Great

Falls, and that he was making occasional trips

away from Seattle and on such occasions it was

generally believed by the persons with whom I

discussed the matter, that he had gone to Southern

California, Salt Lake City or Phoenix, Arizona,

for narcotic drugs.

Late in January or early February, 1942, I

learned from another source which I believe to be

reliable, that this source believed himself to be

in iDOsition to advise me when ''Sunny" Lowery,

as he was known to him, left Seattle for the South

for the purpose of bringing back to Seattle smok-

ing opium. That a short while later, Agent, Smith,

whom I had assigned to work with this confi-

dential source, advised me that the source had

turned over to him excerpts of a letter which he,

the source, had seen in the possession of Sunny

Lowery; the excerpts read as follows:

"How are you'?

I got your fjour letter today. My wife went

to get it. Don't come until you get tela, with

price and everything. Price no trouble, I

want to keep friendship."

(Signed) "TONY".

Agent Smith delivered this excerpt to me and

within the next two or tliree days I personally

discussed this development with the confidential

source, and he advised me that it was his belief

that Sunny Lowery would very shortly depart for

either El Paso or Juarez, Mexico, for the opium
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which he assumed the writer was to obtain, and

would probably go by airplane. This was early

in March, 1942.

Later in March, about the 22d, I learned from

the same confidential source and Agent Smith that

Sunny Lowery had received a telegram from

Juarez, Mexico, reading sub- [13] stantially as

follows

:

"I have ten carates good quality. Answer

if you will come.

TONY".

After a thorough discussion with the confidential

source, I concluded that Sunny Lowery would

shortly depart from Seattle and in anticipation

of what I contacted the United Air Lines and in-

structed them to advise me in the event a colored

male answering the general description which was

furnished them booked passage for El Paso, Texas.

On the evening of March 26th, I was advised by

the United Air Lines that a colored male had

departed from Boeing Air Field at 8:45 P.M.,

traveling under the name of James Smith, but

that the Air Lines employees had noted that he

carried a bag bearing the initials "J.N.L."; that

this person was traveling on a return ticket to

El Paso. On March 28th, I was again advised

by the United Air Lines officials that James Smith

was on his way back to Seattle and would, unless

he made different connections than originally

planned, arrive in Seattle Sunday morning at 8:10

A.M. Because of the information from the Air
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Lines Company, it was deemed advisable to cover

all planes arriving in Seattle from Southern Cali-

fornia beginning at 8:00 P.M. March 28, 1942.

Pursuant to my instructions, Narcotic Agents Hain,

Giordano and Smith and Detective Lieutenant Bel-

land of the Police Department, covered the arrival

of the air plane from Southern California at 8:00

P.M. and again at my direction, they covered the

airplane which was scheduled to arrive at Boeing

Air Field at 12:10 A.M. March 29, 1942. Shortly

before 1:00 o'clock on the last mentioned date,

I received a telephone call from Detective Belland

advising me that they would shortly be in the

office with Sunny Lowery. I immediately pro-

ceeded to the Narcotic Office [14] and there met

the above named officers and the defendant herein.

After preliminary greetings, I asked the defendant

where he had been, to which he shrugged his shoul-

ders and replied "Well, you know where I have

been, you know all about it, why ask me." I then

asked him what he had brought back with him, to

which he replied "Ten cans" again shrugging his

shoulders. I then asked him "Ten cans of Whaf?"

and he finally stated "Opium." Upon which he

proceeded to open his bag and produced therefrom

a shaving kit containing seven brass cans of opium

and a newspai)er package which lie unwrapped and

in wliicli was found three tin cans of opium pre-

pared for smoking. He was tliereafter questioned

and stated, among other things, that he had left

Seattle forty-eight hours before, gone to El Paso,
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Texas, and there contacted a Mexican known to

him as "Albatross"; that the said Albatross had

siibsequently delivered to him on a street corner

in El Paso, Texas, the ten cans of smoking opium

in return for $650.00, same being according to him

at the rate of $65.00 per tin.

(Signed) A. M. BANGS
Subscribed and sworn to before me this 3d

day of July, 1942.

[Seal] (Signed) TRUMAN EGGER
Deputy Clerk, U. S. District Court, Western Dis-

trict of Washington.

Copy of within received Jul. 3, 1942 p. m.

ALBERT D. ROSELLINI

[Endorsed]: Filed Jul. 3, 1942. [15]

[Title of District Court and Cause.]

AFFIDAVIT IN OPPOSITION TO DEFEND-
ANT'S MOTION TO SUPPRESS

United States of America

Western District of AVashington

Northern Division—ss.

Gilbert T, Belland, being first duly sworn, on oath

deposes and says : That he is a Detective Lieutenant

with the Seattle Police Department, detailed with

the Narcotic Squad, and that he makes this affidavit
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on behalf of the United States in opposition to de-

fendant's motion to sui)press evidence.

That, having received reliable information from

Agents of the Federal Narcotic Bureau in Seattle,

affiant was assigned to cooperate with said officers

in investigating the defendant James Nathan Low-

ery. Affiant received reliable information that the

said defendant was in the act of transporting a

quantity of opium from the Southern part of the

United States to Seattle by plane and that the said

defendant Lowery would arrive on the United States

Air Lines plane at 12 :10 A.M. March 29, 1942. The

plane was late and arrived at 12 :55 A.M. Affiant was

with Narcotic Agent Martin Hain at the time; af-

fiant saw defendant Lowery leave the plane, claim

his baggage and proceed to the Air Lines limousine
;

Lowery turned his bag over to the driver of the [16]

limousine, at which time Narcotic Agent Hain took

the bag from the driver and gave the same to me,

and Lowery went with Hain and myself to the car

of the Narcotic Bureau. Present in the car were the

defendant Lowery, Agents Hain and Giordano and

affiant. Affiant placed the bag in the car. After we

were in the car. Narcotic Agent Hain asked Lowery

what he had in the bag. Lowery answered, "Well,

you know what I have, I have the ten cans." We
proceeded to the Narcotic Bureau office in the United

States Court House; Giordano carried the bag into

the Narcotic office. Present in the office were narcotic

Agents Smith, Giordano and Hain, District Super-

visor Bangs and affiant. Mr. Bangs asked Lowery
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what he had in the bag, he said he had ten cans, Mr.

Bangs asked ''Ten cans of what?" Lowery answered
'

' Opium. '

' Lowery then opened the bag and took out

ten cans of opium, seven of which were in a shaving

kit and three in newspaper. Defendant admitted

that he had obtained the ten cans of opium at El

Paso, Texas, for $650.00.

Affiant, together with Narcotic Agent Hain, had

been checking on said defendant Lowery since the

receipt of a letter by the Seattle Narcotic Bureau

office from San Francisco that the defendant had

been engaged in trafficking narcotics from Califor-

nia to Montana.

(Signed) GILBERT T. BELLAND
Subscribed and sworn to before me this 2nd day

of July, 1942.

[Seal]

(Signed) E. M. ROSSER
Deputy Clerk, IT. S. District

Court, Western District of

Washington.

Copy of within received July 3, 1942.

ALBERT D. ROSELLINI
RM

[Endorsed]: Filed Jul. 3, 1942. [17]
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[Title of District Court and Cause.]

AFFIDAVIT IN OPPOSITION TO DEFEND-
ANT'S MOTION TO SUPPRESS

United States of America

Western District of Washington

Northern Division—ss.

Henry L. Giordano, being first duly sworn, on

oath deposes and says : That he is a Narcotic Agent,

United States Bureau of Narcotics, Treasury De-

partment, stationed at Seattle, Washington, and

that he makes this affidavit on behalf of the United

States in opposition to defendant's motion to sup-

press evidence.

That affiant is familiar with the records and

correspondence in the office of the Bureau of Nar-

cotics at Seattle, Washington; that jorior to the

acts herein related he reviewed a letter in the

files of said Bureau received from the San Fran-

cisco office of the Bureau of Narcotics dated June

11, 1941, at Los Angeles, that the said defendant

James Nathan Lowery was believed to be traffick-

ing in drugs between California and Montana ; that

affiant knew that the said defendant resided in this,

district for approximately the past year.

That your affiant, while acting in his capacity

as Narcotic Agent, received information from Nar-

cotic Agent Donald R. Smith that the James Na-

than Lowery had received a [18] letter from one

Tony Alvarado, living at F29 la, 729 Ugarto, City

of Juarez, state of Chihuahua, Mexico, and that

the letter stated in effect the following:
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"How are you?

I got your letter today, My wife went to

get it. Don't come until you get tela, with

price and everything. Price no trouble. I

want to keep friendship."

(Signed) "TONY".

and that said Narcotic Agent Donald R. Smith

disclosed to af&ant that he understood from a re-

liable confidential sourece that the said James Na-

than Lowery was going to make a trip South to

obtain opium and that he would probably go by

airplane. This was in March, 1942.

Narcotic Agent Smith also advised me that he

received information from the same reliable con-

fidential source that the defendant James Nathan

Lowery received a telegram from the said Tony

Alvarado, signed "Tony", which came from Mexico

and stated as follows:

"I have ten carates good quality. Answer

if you will come.

TONY".

Your affiant checked with Donald R. Smith the

Spanish definition of the word "carates" and found

that it meant "liver spots or brown spots", from

which your affiant deduced that the said word was

a code word between the correspondents meaning

opium.

Your affiant through his investigation discovered

that the defendant under the name of James Smith

departed from Seattle, by plane at 8 :45 P.M. March

26, 1942, for El Paso, Texas, on a round-trip ticket

;
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that El Paso, Texas, is just across the international

border from Juarez, Mexico, the place where the

telegram and letter came from. Affiant received

information from the United Air Lines that the

de- [19] fendant James Nathan Lowery was booked

for a return trip by plane, which was scheduled

to arrive at 12:10 on the morning of March 29,

1942, and which actually arrived at 12:55 that day.

In company with Narcotic Agent Donald R.

Smith, I went to Boeing Field Airport about the

time of the arrival of the plane; I saw the de-

fendant Lowery leave the plane, claim his baggage

and proceed to the Air Lines limousine which car-

ries passengers into the city. As Lowery tok the

bag which he was carrying over to the limousine,

Narcotic Agent Hain said "We are Federal Offi-

cers" and took the bag from the driver of the

limousine, and Lowery voluntarily went with Hain,

Detective Lieutenant Belland of the Police De-

partment, Donald R. Smith and affiant over to the

automobile of the Narcotic Bureau. In the car

were the defendant Lowery, Agent Hain, Detective

Lieutenant Belland and affiant. Belland placed

the bag in the car. After we were in the car. Nar-

cotic Agent Hain asked Lowery what he had in

the bag. Lowery answered, "Well, you know what

I have," and Hain said "What have you?" Low-

ery answered "I have ten cans." We proceeded

to the Narcotic Bureau office in the United States

Court House: affiant carried the bag into the Nar-

cotic office. Present m the office were Narcotic
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Agents Smith and Hain, District Supervisor Bangs,

Belland and affiant. Mr. Bangs asked Lowery what

he had in the bag, he said he had ten cans, Mr.

Bangs asked "Ten cans of what?". Lowery an-

swered "Opium." Lowery then opened the bag

and took out ten cans of opium, seven of which

were in a shaving kit and three in a newspaper.

HENRY L. GIOEDANO
Subscribed and sworn to before me this 3d day

[20] of July, 1942.

[Seal] (Signed) TRUMAN EGGER
Deputy Clerk, U. S. District Court, Western Dis-

trict of Washington.

Copy of within received Jul. 3, 1942.

ALBERT D. ROSELLINI
M

[Endorsed]: Filed Jul. 3, 1942. [21]

[Title of District Court and Cause.]

WAIVER OF TRIAL BY JURY AND RE-
QUEST FOR TRIAL BY COURT WITH-
OUT JURY

The undersigned James Nathan Lowery, defen-

dant in the above entitled case, hereby voluntarily

waives his right to trial by jury and respectfully

requests that the Court try his cause without jury.
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This waiver is made with the advice, consent

and approval of my attorney Albert D. Rosellini.

Signed in open court this 6th day of July, 1942.

(Signed) JAMES NATHAN LOWERY

This Waiver is executed by the defendant James

Nathan Lowery with my consent and approval.

(Signed) ALBERT D. ROSELLINI
Attorney for Defendant.

[Endorsed]: Filed Jul. 6, 1942. [22]

[Title of District Court and Cause.]

TRIAL

Now on this 6th day of July, 1942, this cause comes

on before the Court for trial and for hearing on de-

fendant's motion for suppression of evidence. This

motion is called argued and denied. On oral motion

of Albert Rosellini, attorney for defendant who ap-

pears in Court, leave is granted to file waiver for

trial by Jury on behalf of the defendant. The Court

enters an order accepting waiver for trial by jury

and proceeds without assistance of the jury. After

disposing of the motion to suppress the evidence,

the case is called by the Court for trial. The parties

announce I'eady. The defendant is present in court

with his counsel Albert D. Rosellini and Gerald

Sliucklin, Assistant United States Attorney appears

for the Government. Donald R. Smith is sworn and

testifies on behalf of the Government. Plaintiff's



United States of America 25

exhibits 1, 2 and 3 are marked for identification. At
3:50 P.M., Court recesses for ten minutes. At 4:00

P.M., Court is again in session, all are present as

before and the trial is resumed. At 4:30 P.M., all

parties are excused in this case until 2:00 P.M.,

Tuesday, July 7, 1942.

Tuesday, July 7, 1942

(Trial Resumed)

Now on this 7th day of July, 1942, this cause comes

on before the Court for further trial. Gerald Shuck-

lin. Assistant United States Attorney appears for

the Government and Attorney Albert D. Rosellini

appears for the defendant. [23] All parties are ready

to proceed. The defendant is present with his counsel

Albert Rosellini. Hugo Ringstrom is sworn and tes-

tifies for the Government. Plaintiff's Exhibits 1, 2

and 3 are admitted in evidence. Gilbert Belland,

Henry Giordano and A. M. Bangs' testimony, the

govermnent moves to dismiss count I of the Indict-

ment. No objections. Motion to dismiss count I

granted. At 4:00 P.M., Government rests. The de-

fendant, through his counsel, Albert Rosellini re-

news his motion to suppress the evidence. Motion de-

nied. Mr. Rosellini moves to dismiss the case. Motion

denied. The defendant offers no testimony and rests.

The Court announces its oral decision, finds the de-

fendant guilty on Count II. The court sets July 20,

1942 at 10:00 A.M. for time hearing any pending

motions and for sentence. [24]
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[Title of District Court and Cause.]

MOTION FOR NEW TRIAL

Comes Now the defendant, James Nathan Lowery,

and moves the Court for judgment notwithstanding

the oral decision of the Court, or, in the alternative,

for a new trial, upon the following ground

:

1. Irregularity in the proceedings of the Court

and adverse party, or abuse of discretion by which

the defendant was prevented from having a fair

trial.

2. Misconduct of the prevailing party.

3. Accident and surprise which ordinary pru-

dence could not have guarded against.

4. Newly discovered evidence material for the

defendant, that could not have been discovered with

reasonable diligence and produced at the trial.

5. Insufficiency of the evidence to justify the de-

cision, or that it is against law.

6. Error of law occurring at the trial, and ex-

cepted to by the defendant.

Dated: July 9, 1942.

ALBERT D. ROSELLINI
Attorney for Defendant,

1111 Smith Tower,

Seattle, Washington.

Received a copy of the within motion this 9th day

of July, 1942.

J. CHARLES DENNIS
Attorney

[Endorsed] : Filed Jul 9-1942. [25]
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[Title of District Court and Cause.]

MOTION FOR DISMISSAL OF ACTION

Comes Now the defendant, James Nathan Lowery,

and moves the Court for an order dismissing the

above entitled cause, and all the proceedings therein,

on the ground and for the reason that the indictment

herein obtained and the trial of the cause herein are

based upon an unlawful search and seizure of the

person of the defendant, in violation of the Fourth

and Fifth Aments of the United States Constitution,

as is more fully set forth in the affidavits, files and

records in this cause.

ALBERT D. RQSELLINI
Attorney for Defendant.

Received a copy of the within Motion this 9th day

of July 1942.

J. CHARLES DENNIS
Attorney

[Endorsed] : Filed Jul 9-1942. [26]

[Title of District Court and Cause.]

MOTION FOR ARREST OF JUDGMENT AND
STAY OF PROCEEDINGS

Comes Now the defendant, James Nathan Lowery^

by and through his attorney, Albert D. Rosellini,
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and moves the Court for an arrest of judgment and
stay of proceedings in the above entitled cause.

This Motion is based upon the files and records

herein.

ALBERT D. ROSELLINI
Attorney for Defendant.

Received a copy of the within Motion this 9th day

of July 1942.

J. CHARLES DENNIS
Attorney for U. S.

[Endorsed] : Filed Jul 9-1942. [27]

[Title of District Court and Cause.]

SENTENCE PRONOUNCED

Now on this 20th day of July, 1942, this cause

comes on before the Court for hearing on motion for

arrest of judgment and stay of proceedings ; motion

of dismissal ; motion for new trial ; and sentence of

defendant, (lerald Shucklin, Asst. U. S. Atty. ap-

pears for the Government. Attorney Albert Rosel-

lini appears for the defendant. The defendant is

present with his counsel. Motion for arrest of judg-

ment and stay of proceedings is called and argued

and denied. Motion of Dismissal is denied. Motion

foi" new trial is denied. Sentence is ])ronounced. De-

fendant is remanded in custody of the U. S. Mar-

shal. Later: Written judgment and sentence, the

terms of which are as orally })i'onounced by the

Court, is signed. Mr. Rosellini gives oral notice of

appeal. On recommendation of Government attor-
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ney, appeal bond is fixed in sum of $5000.00. The

court orders said bond to be a surety bond. [28]

United States District Court

Western District of Washington

Northern Division

UNITED STATES OF AMERICA,
Plaintiff,

vs.

JAMES NATHAN LOWERY,
Defendant.

JUDGMENT AND SENTENCE

Comes now on this 20th day of July, 1942, the

said defendant James Nathan Lowery into open

court for sentence, with Albert D. Rosellini, his

attorney, and said defendant being informed by the

Court of the charges herein against him and of his

conviction of record herein, he is asked whether he

has any legal cause to show why sentence should

not be imposed and judgment had against him, and

he nothing says, save as he before hath said.

Wherefore, by reason of the law and the prem-

ises, the defendant having waived trial by jury and

requested that the Court try the cause without jury,

and the Court having found the defendant guilty as

charged in Count II, it is

Considered, Ordered and Adjudged by the Court

that said defendant James Nathan Lowery is guilty
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as charged in Count II of the Indictment herein,

and that on Count II he be committed to the cus-

tody of the Attorney General of the United States

or his authorized representative for imprisonment

in the United States Public Health Service Hos-

pital, Fort Worth, Texas, or in such other like in-

stitution as the Attorney General of the United

States or his authorized representative may by law

designate, for the period of Twenty-one (21)

Months, and further, that said defendant pay a fine

to the United States of America in the sum of [29]

Five Hundred ($500.00) Dollars and stand commit-

ted until said fine is paid.

And the said defendant is hereby remanded into

the custody of the United States Marshal for this

District for delivery to the Medical Officer in

Charge, United States Public Health Service Hos-

pital, Fort Worth, Texas, for the purpose of exe-

cuting said sentence. This judgment and sentence

for all purposes shall take the place of a commit-

ment, and be recognized by the Warden or Keeper

of any Federal Penal Institution as such.

Done in Open Court this 20th day of July, 1942.

JOHN C. BOWEN,
United States District Judge.

Presented by:

GERALD SHUCKLIN,
Asst. United States Attorney.

Violation of Section 174, Title 21, U.S.C.A. (Nar-

cotic Drugs Import & Export Act.)

[Endorsed]: Filed July 20, 1942. [30]
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[Title of District Court and Cause.]

NOTICE OF APPEAL

Name and address of appellant

:

JAMES NATHAN LOWERY
727-28th South

Seattle, AVashington

Name and address of appellant's attorney:

ALBERT D. ROSELLINI
1111 Smith Tower

Seattle, Washington

Offense: Violation of the Narcotic Drugs Import

and Export Act. (Sec. 174, Title 21, U.S.C.A.)

Date of Judgment : July 20, 1942.

Brief description of judgment or sentence:

That the defendant is guilty of the offense

charged in Count II of the Indictment and that

he be committed and sentenced for imprison-

ment in the United States Public Health Ser-

vice Hospital, Fort Worth, Texas, for twenty-

one (21) months, and that he pay a fine in the

sum of Five Hundred ($500.00) Dollars and

stand committed until said fine is paid.

Name of prison where now confined if not on bail:

King County Jail.

I, the above-named Appellant, hereby appeal to

the United States Circuit Court of Appeals for
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the Ninth Circuit from the judgment above-men-

tioned on the grounds set forth below.

Dated: July 23, 1942.

Copy received July 23, 1942.

JAMES NATHAN LOWERY,
Appellant.

J. CHARLES DENNIS,
U. S. Atty.

By S. RISE. [31]

Grounds of appeal:

1. That the court failed to grant defendant's mo-

tion to suppress the evidence and exhibits in this

case, which motion was based on the ground that

there had been an unlawful search and seizure of

the person and property of the defendant.

2. Error of the court in refusing on cross-exami-

nation of the government witnesses to allow said

witnesses to reveal the name of the informer.

[Endorsed] : Filed Jul. 23, 1942. [32]

[Title of District Court and Cause.]

STATEMENT OF POINTS RAISED
ON APPEAL

To: Tlie Clerk of the Above Entitled Court, and

to the Attorneys for the Appellee

:

You and each of you will })l(»ase take notice that

the Ai)pellant will rely on the following j^oints in his

appeal herein:
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1. The denial of Appellant's motion to suppress

the evidence with reference to the narcotics, on the

ground and for the reason that the evidence was

obtained by means of an unlawful search and seiz-

ure of the person and property of the Appellant.

2. The admission of evidence with respect to

the narcotics seized, on the ground that the same

were seized by means of an unlawful search and

seizure.

3. The denial of the challenge to the sufficiency

of the evidence on the ground that all the evidence

introduced at the trial was based on an unlawful

search and seizure.

ALBERT D. ROSELLINI,
Attorney for Appellant.

Office and Post Office Address : 1111 Smith Tower,

Seattle, Washington.

Copy Received, Aug. 31, 1942.

GERALD SHUCKLIN,
Asst. United States Attorney.

[Endorsed] : Filed Aug. 31, 1942. [33]

[Title of District Court and Cause.]

PRAECIPE FOR TRANSCRIPT
OF RECORD

To the Clerk of the Above Entitled Court:

You are hereby requested to make a transcript of

the record in the above entitled cause and transmit
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the same to the United States Circuit Court of Ap-

peals for the Ninth Circuit, and to include in such

transcript of record the following:

1. Indictment

;

2. Arraignment and plea;

3. Motion to suppress;

4. Affidavit on motion to suppress;

5. Order den}T.ng motion to suppress

;

6. Court's decision;

7. Motion for new trial; Motion for Dis-

missal of Action; Motion for Arrest of Judg-

ment and Stay of proceedings;

8. Order denying motion for new trial ; Or-

der denying Motion for Dismissal of Action;

Order denying Motion for Arrest of Judg-

ment and Stay of Proceedings;

9. Judgment and Sentence;

10. Notice of Appeal;

11. Assignments of Error; [34]

12. Praecipe.

ALBERT D. ROSELLINI,
Attorney for Defendant and

Appellant.

Received copy of the within Praecipe this 31

day of August, 1942.

G. D. HILE,
Assistant United States At-

torney. Attorney for plain-

tiff and Appellee.

[Endoi-sed]: Filed xVug. 31, 1942. [35]
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[Title of District Court and Cause.]

GOVERNMENT'S PRAECIPE FOR ADDI-
TIONAL TRANSCRIPT OF THE RECORD

To the Clerk of the Above-Entitled Court:

In addition to the matters requested by the defen-

dant's Praecipe herein, please include in the tran-

script of the record on appeal the following

:

1. Affidavits in opposition to the defendant's

Motion to Suppress, namely, that of:

Donald M. Smith

Gilbert T. Belland

Henry L. Giordano

A. M. Bangs

2. Waiver of Trial by Jury executed by the de-

fendant.

3. Defendant's Oral Notice of Appeal of July

20, 1942, and this Praecipe.

J. CHARLES DENNIS,
•^ United States Attorney.

G. D. HILE,
Assistant L^. S. Attorney.

Attorneys for the United

States, Plaintiff and Ap-

pellee.

Received cojDy of the within Praecipe this 8th

day of September, 1942.

ALBERT D. ROSELLINI,
Attorney for Defendant and

Appellant.

[Endorsed] : Filed Sep. 9, 1942. [36]
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United States District Court

Western District of Washington

Northern Division

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD ON APPEAL

I, Judson W. Shorett, Clerk of the United States

District Court for the Western District of Wash-

ington, do hereby certify that the foregoing type-

written transcript of record, consisting of pages

numbered from 1 to 36, inchisive, is a full, true and

complete copy of so much of the record, papers and

other proceedings in the above and foregoing enti-

tled cause, as is required by praecipe of counsel

filed and shown herein, as the same remain of rec-

ord and on file in the office of the Clerk of said

District Court at Seattle, and that the same consti-

tute the record on appeal herein from the judg-

ment of said United States District Court for the

Western District of Washington to the United

States Circuit Court of Appeals for the Ninth

Circuit.

I further certify that I transmit herewith as

part of the record on appeal in this cause the origi-

nal Bill of Exceptions and Assignments of Error

filed in the cause.

I further certify that the following is a true and

correct statement of all expenses, costs, fees and

charges incurred in my office by or on behalf of

the appellant for making record, certificate or re-
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turn to the United States Circuit Court of Appeals

for the Ninth Circuit, to-wit:

Clerk's fees (Act of Feb. 11, 1925)

for making record, certificate or re-

turn,

50 folios at 15c $ 7.50

25 folios at 5c 1.25

Appeal fee 5.00

Certificate of Clerk to Transcript.... .50

$14.25

I hereby certify that the aboA-e amount has been

paid to me by the attorney for the appellant.

In Witness Whereof I have hereunto set my hand

and affixed the official seal of said District Court

at Seattle, in said District, this 11th day of Sep-

tember, 1942.

JUDSON W. SHORETT,
Clerk.

By E. M. ROSSER,
Deputy.

[Title of District Court and Cause.]

BILL OF EXCEPTIONS

Be It Remembered that heretofore, to-wit : on the

6th day of July, A. D. 1942, at the hour of 10:00

o'clock a. m. of said day, this cause came on for

hearing in the above entitled court before the Hon-
orable John C. Bowen, Judge of said Court, sitting
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without a jury, whereupon the following proceed-

ings were had and testimony taken, to-wit:

Appearances

:

J. Charles Dennis, United States Attorney, by

Gerald Shucklin, Esq., Assistant United States At-

torney
;

Albert D. Rosellini, Esq., attorney for the defen-

dant.

Whereupon the above-entitled cause came on for

hearing on a motion to suppress, which motion was

argued by counsel for the plaintiff and by counsel

for the defendant, and was by the Court overruled;

to which ruling of the Court, by his counsel, the de-

fendant then and there duly excepted. Whereupon

the trial of the said cause ensued as follows

:
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TESTIMONY

DONALD R. SMITH,

being called as a witness on behalf of the plainti:^,

having been first duly sworn, testified as follows : (3)

Direct Examination

By Mr. Shucklin:

My name is Donald R. Smith and I reside in

Seattle, and am a narcotic agent with the Federal

Bureau of Narcotics. I have held that position since

last AugTist. I met James Nathan Lowery [1*]

the defendant in the course of my duties and I see

him in the court room.

Mr. Rosellini: I will object, if the court, please,

to any testimony with reference to this search and

seizure of the defendant on the ground that it was

an unlawful search and seizure.

The Court: Overruled.

Mr. Rosellini: Exception.

The Court: Allowed.

Mr. Rosellini: May we consider that this ob-

jection goes to all of this testimony. Your Honor?

The Court: Is that agreeable?

Mr. Shucklin: That is agreeable.

The Court: The Court approves, and it may be

so understood.

Narcotic Agent Giordano and myself went to the

King County Airport and awaited the plane which

was to arrive at 12:10 a. m. on the morning of

March 29, 1942. We met Narcotic Agent Hain

•Page numbering appearing at foot of page of original Reporter's
Transcript.
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(Testimony of Donald R. Smith.)

and Officer Belland of the Seattle Police Depart-

ment at the airport. At 12:55 the plane arrived

and the defendant Lowery landed from the plane.

We saw him leave the plane, he looked around in

both directions as he got off the plane and he pro-

ceeded toward and entered the depot. He waited

at the luggage counter, claimed his bag, and pro-

ceeded outside to the limousine that the airline

operates to take passengers into town. He went to

the back of the limousine and handed his bag to the

driver. At that time. Agent Hain came up and said,

*' Federal officers—Take the bag."

Lowery went voluntarily with Giordano, Hain,

Belland and myself over to Agent Hain's car, which

was a Narcotics Bureau car. There were two cars,

a sedan and a coupe w^hich Giordano and myself

had driven up there. The other three officers got

into Hain's car with Lowery and went to the United

States [2] Court House. The bag was in the car

with Lowery and the other officers. We all went

into the Court House to our offices and met Dis-

trict Supervisor Bangs. The defendant Lowery

opened the grip and gave me the narcotics, seven

cans of which were in a small shaving kit and

three cans of a different shape were wrapped in

newspaper, the defendant stating, in the presence

of myself. Supervisor Bangs, Agent Hain, Agent

Giordano and Officer Belland, that he had obtained

these cans on his trip to El Paso and paid $65.00

a tin for them. Plaintiff's Exhibit No. 1 for iden-

tification, consisting of seven tins, I saw in the de-
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(Testimony of Donald R. Smith.)

fendant's shaving kit and Lowery handed those

to me. Plaintiff's Exhibit No. 2 for identifica-

tion, consisting of three tins, were wrapped in a

newspaper and were also in the grip. Lowery

handed them to me. The contents of plaintiff's Ex-

hibit No. 3 for identification had leaked out inside

the grip, the substance being black, as it appears on

the exhibit. I only looked in Exhibit 3 and not in

any of the others. Exhibits 1, 2, and 3 were initialed

for identification by all the officers except Mr.

Bangs, and delivered by myself to the United States

Officer, Ringstrom, for safekeeping. The exhibits

were in no way disturbed as to contents and when

I handed them to Ringstrom their condition was the

same as when Lowery handed them to me.

Cross-Examination

By Mr. Rosellini

:

I'm twenty-seven years of age, and worked for

the Government for two years. Since August I

have been in the Narcotics Division as an agent.

Prior to that I was Mr. Bang's clerk. The first

time I heard of Mr. Lowery was in a report on

June 11, 1941, by an officer to his District Super-

visor in the California Division, which reiM)rt had

in [3] turn been forwarded to our office. The re-

port stated that Lowery was suspected of traffic in

narcotics between California and Montana and gave

a description of his personal baggage and license

mimber and a picture of him. So far as I know,

we had no previous information on ^Ir. Lowery.

After June, 1941, I received some information about
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(Testimony of Donald R. Smith.)

Lowery in the early part of February, 1942, from

a man. who was working for me, to the effect that

Lower} had been using or selling narcotic drugs.

This man was a confidential informant and is in

Seattle.

Q. And w^hat is his name'?

Mr. Shucklin: I object to any testimony in ref-

erence to the informer's name, because it is a con-

fidential source of information and against public

policy to disclose the information, as it w^ould ex-

pose the informer to probable evil consequences.

Mr. Rosellini: Of course, that is just surmise.

(Further argument and citing of cases by

counsel.)

The Court: I have had that question before me
before and I have, I think, in every case, sustained

an objection as to the giving of the name. You may
ask him other questions touching the matter and
make such other inquiries as will not result in dis-

closing the name of the informer. The objection

is sustained.

^Ir. Rosellini: May we have an exception?

The Court : You have an exception, and you may
inquire further in other respects as to the basis of

probable cause.

This informer has been working for me 8 or 9

months to date. About the time Lowery was appre-

hended he had worked for me about six months.

This informer is usually paid on a reward basis,

based on the importance of the case and when [4]
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(Testimony of Donald R. Smith.)

it is completed. He was paid $150.00 after the ar-

rest of Lowery. That is the total compensation he

received for this case. He had been used by this

office on one other investigation. I had never com-

pleted before but one case with him. However, I

have used him on other investigations. I have never

used this informer in any other case where we have

secured the conviction of any defendant. I have

used him to secure the arrest of Ephriam Black-

mann. Blackmann's arrest took place the early part

of June, 1942, which was after the Lowery arrest,

but the evidence in that case was made in Febru-

ary. I never secured the arrest of anyone prior to

the Lowery case on the basis of information fur-

nished me by the same informer. He gave me no

information on any other cases as distinguished

from investigation, prior to March 29, 1942. I had

known this informer six months prior to Lowery 's

arrest. He is in the same business as the defen-

dant, that is, the gambling business. I do not know

if the informer deals in narcotics or whether he

has been arrested in connection with narcotics, but

he is not an addict; to my knowledge he has not

been arrested for violation of any law. The in-

former did not show me the letter which I set out

in my affidavit; but told me the approximate con-

tents of the letter ; he did not show me the telegram

set forth in my affidavit, but told me of it. Low-

ery went voluntarily with us in the car after we

told him we were federal narcotic agents. I was not
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(Testimony of Donald R. Smith.)

armed at that time. I do not believe the other offi-

cers were armed. What I mean to say by going vol-

untarily is that he did not offer any physical or

verbal resistance. Witness excused.

HUGO EINGSTROM

was called as a witness on behalf of the plaintiff,

having been first duly sworn, and testified as fol-

lo^^^5: [5]

Direct Examination

By Mr. Shucklin

:

I have been a chemist for the Alcohol Tax Unit

for 19 years and have done work for the Federal

Narcotics Bureau over that entire period. I have

a Master's degree in chemistry from the Univer-

sity of Minnesota and have had 19 years' experi-

ence in analyzing narcotics and opium. I have had

Exhibits 1, 2 and 3 for identification in my pos-

session ever since Narcotic Agents Don Smith and

Henry Giordano delivered them to me, and they are

iq the same condition as when delivered to me ex-

cept for the quantity taken for analysis. I analyzed

the substance in Exhibits 1, 2, and 3 for identifi-

cation and found it to be smoking opium. The quan-

tity was ap])roximately 50 ounces.

Mr. Shucklin : We offer in evidence at this time

Government's Exhibits 1, 2 and 3 for identification.

Mr. Rosellini: If the Court please, we object to
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(Testimony of Hugo Ringstrom.)

the introduction of this evidence, or any testimony

with respect to this on the ground and for the rea-

son that the same were obtained by means of an un-

lawful search and seizure, in violation of the defen-

dant's constitutional rights.

The Court: Objection overruled.

(Cans—plaintiff's Exhibits 1, 2 and 3—re-

ceived in evidence.)

Mr. Rosellini: May we have an exception, if

Your Honor please, for the record?

The Court: Exception allowed.

Mr. Rosellini: At this time I would like to

move to strike the witness' testimony on the same

ground that we based our exception on. Your

Honor.

The Court: Motion denied.

Mr. Rosellini: And I would like an exception.

[6]

The Court: Exception allowed.

Witness excused.

GILBERT T. BELLAND

was called as a witness on behalf of the plaintiff,

having been first duly sworn, and testified as fol-

lows:

Direct Examination

By Mr. Shucklin:

My name is Gilbert T. Belland, resident of Se-

attle, Detective Lieutenant of the Narcotic Squad,
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(Testimony of Gilbert T. Belland.)

Seattle Police Department. I have been with the

Police Department since 1921 and have been in

charge of the Narcotic Squad since July 1, 1934.

I went to Boeing Airfield on the evening of March

28, 1942, with Federal Narcotic Agent Hain. I

saw the defendant Lowery come off a plane the

morning of March 29, 1942. He secured his baggage

and went to the airport bus and handed his bag to

the driver of the bus and was then taken by the

Federal Narcotic Agent Hain and myself to the car

that I came down in. Narcotic Agents Giordano

and Don Smith were also there. I secured the bag

and placed it in the automobile. Lowery sat with

me in the back seat and we went ujd to the Court

House, to the Federal Narcotics Office. Hain, Gior-

dano, Lowery and myself were in the car. As we

were leaving the airport Hain asked the defendant

what he had in the bag. The defendant said, "Well,

you know what I've got in the bag. I've got ten

cans." When Bangs arrived, he asked the defen-

dant what he had in his bag and Lowery said "I

have the ten cans." Then Bangs asked him of what,

and then the defendant said "Opium," and the de-

fendant opened the bag. Lowery stated he had pur-

chased the cans from a Mexican in El Paso that he

met on the corner and paid $650.00 for them. I

may have left the room before Bangs had finished

[7] talking to Lowery. Government's Exhibits 1,

2, and 3 all came out of the bag Lowery opened, and

were intialed by me.
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(Testimony of Gilbert T. Belland.)

Mr. Rosellini: At this time, if the Court please,

I moA^e to strike the testimony of this witness with

reference to the narcotics, the grip, and the contents

of the grip, on the same ground that I heretofore

urged, and that is, that the same was obtained

through means of an unlawful search and seizure

of the defendant, in violation of his constitutional

rights.

The Court: Motion denied, and your exception

is allowed.

Cross-Examination

By Mr. Rosellini

:

It is my duty as head of the Narcotics Division of

the Seattle Police Department to keep a record or

try to investigate narcotic addicts and narcotic ped-

dlers and secure their arrest if possible. I try to

keep a record of people who have a reputation of

being in that sort of business either as a peddler

or addict. Lowery first came to my attention on or

about October 1941 when Agent Martin Hain had

a letter which we were assigned to investigate, in

which the defendant's name was mentioned as sup-

posedly being engaged in narcotics between the

southern part of the United States and Montana.

I saw a carbon copy or form of that letter, which

I presume is a copy of the letter that Officer Smith

testified to. That is the only information that I had

about the defendant. Federal Officer Hain and my-

self attempted to obtain what information we could

concerning Lowery. Our investigation did not dis-
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(Testimony of Gilbert T. Belland.)

close an3^tliing with reference to Lowery traffick-

ing in narcotics, being associated with narcotic

agents or having a reputation [8] of being engaged

in narcotic tralhc. Mr. Bangs explained the case to

me regarding the defendant having left Seattle and

supposedly would leave El Paso and that he was

going to arrive with a quantity of opium around the

25th and 26th of March. After that, for the first

time I had my first contact with Agents Smith and

Giordano on the case. This is the first specific infor-

mation I received about the defendant trafficking

in narcotics. My investigation did not show whether

the defendant was making frequent trips outside of

the state. I never talked to the informer prior to

Lowery 's arrest, and do not know who the informer

was. I have reasonable belief as to who the informer

was.

The witness was asked by Mr. Rosellini

whether the party that he believed was the

informer in the case had a police record. Ob-

jection made by Mr. Shucklin was sustained

by the Court, and an exception taken to the

Court's ruling by Mr. Rosellini was allowed.

We went to the Airport for the purpose of arrest-

ing the defendant if he showed up under those

circumstances and had that bag. The only infor-

mation that I had was the information that Mr.

Bangs conveyed to me that he had been informed

by someone of whose identity I was not sure, plus

the letter back in October sent from Los Angeles
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office stating that the defendant was suspected of

being in narcotic traffic. I bad no x>ei'sonal infor-

mation as to Lowery trafficking in narcotics or tak-

ing this particular trip. I was armed at the time

of the arrest. I was about 15 or 20 feet away from

Hain when he reached over and grabbed the bag

and turned around directly to the defendant. I just

surmised that he was placed under arrest and I

stepped out alongside of him and kept him back,

and Hain was on the other side and we marched

him off to the car. He was distinctly told not to

reach for his pockets. Witness excused. [9]

HENRY L. GIORDANO

was called as a witness on behalf of the plaintiff,

having been first duly sworn, testified as follows:

Direct Examination

By Mr. Shucklin:

I reside in Seattle, and have been with the Nar-

cotic Bureau a little over a year. I went to Boe-

ing Airfield on the evening of March 28, 1942,

with Agent Smith, and saw the defendant in the

early morning of March 29, 1942. I saw Lowery
leave the plane, go to the station, claim his bag

and go over to the limousine. As Lowery handed

his bag to the driver, Agent Hain stepped up and

said **We are Federal of&cers" and took the bag

from the driver and handed it to Officer Belland.
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As we were leaving the airport Agent Hain asked

Lowery what he had in the bag and Lowery said,

"You know what I have," and Hain said, "No,

I don't know what you have got," and Lowery

answered, "Ten cans." Lowery also said, "You
got me now. There is no use asking any ques-

tions." At the Court House, Mr. Bangs asked

Lowery what he had and Lowery said, "Ten cans."

Bangs said, "Of what?" and Lowery answered,

"Opium." Lowery opened the bag and took from

it a small military case and handed it to Agent

Smith and the case was then found to contain

seven cans, which are marked as Government's

Exhibits 1 and 3, which all contained opium, Low-

ery also took from the bag a small bundle and

it was then found to contain three cans of opium,

which is marked as Government's Exhibit 2.

Cross Examination

By Mr. Rosellini:

Prior to being a narcotic agent, I was a pharma-

cist. I have been a narcotic agent for two years

and in the course of my duties—about August

1941—I saw a copy of the [10] letter from the

San Francisco office dated eJune 11, 1941, which

stated that Lowery was engaged in narcotic traffic

between California and Montana and that he was

associating with known narcotic addicts. I made

an investigation, which did not disclose that he was

trafficking in narcotics between California and Mon-
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tana. The only information I bad about Lowery

was from the letter of June 11, 1941, wbicb in-

formation was never substantiated so far as I know.

I did find out through the information given to

Agent Smith by his informer that Lowery had

made two trips to Montana and was contemplating

a trip to the southern part of the United States.

I never found any evidence of the truth of the

suspicion set forth in the letter of June 11, 1941.

The next information I had was from Agent Smith

about the first of March, 1942, to the effect that

Lowery had received a letter from one Tony Al-

varado. I did not see the letter but saw only

what the informer had copied from it. I was just

introduced to the informer and never discussed

Lowery with him. I had never used this particu-

lar informer, but Agent Smith advised me that

he had used him. The only information I had as

to the informer's reliability was that given to me
by Agent Smith. The only thing Smith told me
about this informer was that he was a reliable

informer. He did not go into details telling me
what kind of a man he was, what his occupation

was, or whether he was an addict. About March

26 I received from Mr. Bangs information that

the defendant had gone to El Paso. That was

three days before the arrest and we made arrange-

ments to meet the plane so that we could find

out what he had in his baggage and arrest him

if he had narcotics in his baggage. We were not
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sure but were fairly certain be bad narcotics at

tbat time, but naturally did not want to arrest

bim unless be bad tbe [11] narcotics. Tbat is

wby we did not get a warrant for bis arrest. We
went tbere witb tbe idea of arresting bim if be

bad narcotics. I was armed.

(Witness excused.)

A. M. BANGS

was called as a witness on bebalf of tbe Plaintiff,

and having been first duly sworn, testified as fol-

lows:

Direct Examination

By Mr. Sbucklin:

I reside in Seattle and bave cbarge of tbe Fif-

teenth Narcotic District, wbicli includes Washing-

ton, Oregon, Idaho, Montana, and the Territory

of Alaska. I saw the defendant Lowery early

in the morning of March 29, 1942, at my office in

the presence of tbe other officers as before testi-

fied. I asked bim to open bis suitcase and be

did, and he also produced Government's Exhibits

1, 2, and 3. I asked bim where be bad been and

he told me be had been to El Paso and on asking

him, be said be bad hrouglit hack ten cans of

opium. We talked about bis ti-ip to El Paso and

he told me be left Seattle Thursday night, March

26, 1942; that he arrived in El l*aso on Friday
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and remained there imtil Saturday morning, the

28th; that in El Paso he met a Mexican whom he

knows as "Alkatros" who handed him ten cans

of opium in an automobile on a street corner in

El Paso. He said he paid Alkatros $650.00. I

asked him about a certain Mexican and he denied

that he had contacted him, saying that he, Lowery,

had called the Mexican at Juarez, Mexico, but had

been unable to contact him. I told Lowery the

best thing for him to do was to get himself a

lawyer and he said "What is the use of getting

an attorney? You've got me red-handed and all

I can do is plead guilty [12] and get it over with."

Agent Hain is on detail in Minneapolis and it

was not practical to get him here for the trial.

Cross-Examination

IBy Mr. Rosellini:

The first I heard of the defendant was some-

time in June, 1941, when I received a letter from

the District Supervisor in San Francisco. That

is the same letter that the other witnesses have

testified to. The letter was written in Los An-

geles, and then submitted to San Francisco, then

transmitted to me. The letter advised that Lowery

was supposed to be engaged in narcotic traffic be-

tween California and Montana, particularly Great

Falls. I caused an investigation to be made by

the Narcotic office in Montana. By the time of

the investigation the defendant had already left.
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I couldn't say whether he was engaged in narcotic

traffic there. The investigation there didn't dis-

close he had been so engaged. I was never able

to prove that any occasional trips that he has taken

outside of the state were for the purpose of traffick-

ing in narcotics. I believe that he has been ar-

rested or found to be dealing in narcotics by the

Seattle Police Department. I did not know my
informant prior to January or February of 1942.

I had never used him before, but I knew that

Agent Smith had. I met him through Agent Smith,

who had authority to receive information from

informers. There was no hiring—we take informa-

tion from anyone who can give it. It is understood

that the informer receives i^ay for his efforts. The

informer was used on the Blackmami case, in which

the arrest was made after the Lowery arrest. Prior

to March, 1942, the informer had never been used

in an investigation which resulted in the arrest

and conviction of a defendant prior to [13] the

Lowery case, but he has been used in investigations

and made purchases. I know that the informer

is about 40 years of age; I do not know if he has

a police record and have made no effort to find

out. I relied on the information of the informer

in order to secure the arrest of tliis defendant.

I didn't know anything about the informer's ac-

tivities at that time, except what information he

had furnished me and I had )>een able to verify

it as absolutely correct. I was furnished infor-
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mation about two defendants from this informer

prior to March 29, 1942, which defendants have not

as yet been arrested. I knew that the informa-

tion and evidence that I received through the

informer about these two defendants that have not

been arrested was correct. We do not expect to

arrest them for several months. The informer is

not a drug addict to my knowledge. We generally

check up on informers whenever we can. The Fed-

eral officer who sent this informer to me more or

less vouched for him.

I saw the excerpts of the letter that was turned

over to Agent Smith by the informer and I dis-

cussed the same with the informer. The informer

did not tell me how he got the information or

how he got the letter. I do not know how the

letter was addressed or to whom it was addressed.

I didn't even see the return address. I knew

the informer was reliable and he told me he had

seen the letter. He told me that the letter was

addressed to the defendant. As I recall, it was

this name: "Sonny Lowery." He told me he saw

the letter in Room 22 of the Rainier Apartments

and I knew from my investigation that Lowery

had a room in the Rainier Hotel or Apartment, and

that it was 22. I received information on March

26th from the Airline Company about the trip to

El Paso by a person answering Lowery 's descrip-

tion and I was advised by the United Air Lines

after a person answering the defendant's descrip-
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tion left El Paso, Texas. This person was travel-

ing under the name of James Smith though his

bag was initialed J.N.L. [14] As I recall, it was

Saturday the 28th. On March 26th, and again on

March 28th, I was satisfied that this man was act-

ing for narcotic agents, but I made no attempt

to procure a warrant for his arrest or for his

search. I instructed my men to go down to the

airport and if he returned on either one of the

planes that he would return on, to question him

or talk to him and find out what he was bringing

back with him. I felt I had adequate information

in my possession to establish probable cause for

taking him into custody when he arrived. Ques-

tioning and arrest usually come simultaneously.

(Witness excused.)

Mr. Shucklin moved to dismiss Count I. and

elected to proceed on Count II. The motion

was granted by the Court and Count I. was

ordered dismissed on the Government's Mo-

tion.

The Government rests.

The Court: The j^laintiff rests. The defendant

may now proceed.

Mr, Rosellini: If the Court please, at this time

we wish to renew our motion for tlic suppression

of the evidence in this case on the same grounds,

of course, that it was obtained through unlawful

searcli and seizure.
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I am not going to take any extended time, but

I should like to point out one or two facts that

the testimony here revealed, on cross-examination

and direct examination of the Government's wit-

nesses, which I think substantiates our position

that there was no probable cause for the arrest.

In the first place
,

(There was further argument.)

The Court: The motion which has been urged

to supjDress the evidence is denied, and the chal-

lenge to the sufficiency of the evidence is over-

ruled, and the motion to dismiss is [15] likewise

denied.

Mr. Rosellini: May I have an exception to the

denial of the motions. Your Honor?

The Court: Yes, you may have exceptions to

the denial of the motion to suppress the evidence

and the overruling of the motion to the challenge

of the sufficiency of the evidence.

Mr. Rosellini: The defendant is not going to

offer any testimony, Your Honor.

The Court: Does the defendant now rest?

Mr. Rosellini: The defendant rests.

The Court: Is there any further testimony?

Mr. Shucklin: No further testimony. Your

Honor.

The Court: Very well.

Mr. Shucklin: I am willing to submit the case,

Your Honor.

Mr. Rosellini: I am willing to submit the case

also, Your Honor.
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(There was a discussion off the record, after

which the following occurred.)

Mr. Rosellini: We have nothing further to say,

except at the end of the argument of both the

Government and the defense, we now renew our

motions which we have just made, which the Court

has overruled and has allowed exceptions.

The Court: Those motions are denied, and the

exception requested is allowed in each instance.

By the Court: (After discussing the facts of

the case) For these reasons, I think that the Court

must find and decide that, on the proof offered

here, the defendant is guilty as charged in Count

Two and that is the decision of the Court. [16]

The correctness, completeness and sufficiency of

the foregoing Bill of Exceptions are hereby ap-

proved.

J. CHARLES DENNIS
United States Attorney

G. D. HILE
Assistant United States

Attorney

ALBERT D. ROSELLINI
Counsel for Defendant

[Endorsed]: Filed Sep. 8, 1942. [17]
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CERTIFICATE

United States of America

State of Washington

County of King—ss.

I, John C. Bowen, Judge of the District Court

of the United States for the Western District

of Washington, Northern Division, and Judge be-

fore whom the foregoing cause entitled: "United

States of America, Plaintiff, versus James Nathan

Lowery, Defendant", was heard and tried do

hereby certify that the matters and proceedings

embodied in the foregoing Bill of Exceptions are

matters and proceedings occurring in the said

cause, and that the same are hereby made a part

of the record therein; and I further certify that

the said Bill of Exceptions, together with all of

the exhibits admitted and on file in said cause,

and attached to said Bill of Exceptions, contains

all the material facts, matters, and proceedings

heretofore occurring in said causes and not already

a part of the record therein; and said Bill of

Exceptions and the exhibits attached thereto, are

hereby made a part of the record in said causes,

the Clerk of the Court being hereby instructed

to attach all the exhibits thereto.

Counsel for the respective parties being present

and concurring herein, I have this day signed this

Bill of Exceptions.
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In Witness Whereof, I have hereunto set my
hand this 8th day of September, 1942.

JOHN C. BOWEN
Judge of the District Court

of the United States.

Copy Received, August 31, 1942.

G. D. HILE
Asst. United States Attorney.

The foregoing is expressly approved by all par-

ties herein.

ALBERT D. ROSELLINI
Atty. for Appellant

G. D. HILE
Atty. for Appellee

[Endorsed]: Filed Sep. 8, 1942.

[Title of District Court and Cause.]

ASSIGNMENTS OF ERROR

Comes Now the appellant, James Nathan Low-

ery, by his attorney, Albert D. Rosellini, and in

conformity to the Court's order that Assignments

of Error be served and tiled on or before the 31st

day of August, 1942, and in connection with ap-

pellant's appeal herein, makes the following As-

siginnents of Errors, upon which appellant will
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rely in the prosecution of his appeal herein, to-

wit:

1, That the Court erred in denying Appellant's

motion to suppress the evidence and exhibits in

the case, for the reason and upon the ground that

there was an unlawful search and seizure of the

person and property of the Appellant in violation

of his constitutional rights.

2. The Court erred in denying Appellant's chal-

lenge to the sufficiency of the evidence at the close

of the entire case, and in the refusal of the Court

to dismiss Count Two of the Indictment upon

the ground and for the reason that all of the

evidence in the case was obtained by means of un-

lawful search and seizure of the- person and prop-

erty of the Appellant.

ALBERT D. ROSELLINI
Attorney for Appellant.

Office and Post Office Address: 1111 Smith

Tower, Seattle, Washington.

Copy Received, Aug. 31, 1942.

G. D. HILE
Assistant United States

Attorney.

[Endorsed]: Filed Aug. 31, 1942.
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[Endorsed]: No. 10211. United States Circuit

Court of Appeals for the Ninth Circuit. James

Nathan Lowery, Appellant, vs. United States of

America, Appellee. Transcript of Record. Upon

Appeal from the District Court of the United

States for the Western District of Washington,

Northern Division.

Filed September 17, 1942.

PAUL P. O'BRIEN,

Clerk of the United States Circuit Court of Ap-

peals for the Ninth Circuit.
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IN THE

UNITED STATES
CIRCUIT COURT OF APPEALS

FOR THE NINTH CIRCUIT

JAMES NATHAN LOWERY,
Appellant,

vs.

UNITED STATES OF AMERICA,
Appellee.

APPEAL FROM THE DISTRICT COURT OF
THE UNITED STATES FOR THE WESTERN

DISTRICT OF WASHINGTON,
NORTHERN DIVISION

HONORABLE JOHN C. BOWEN, Judge

Appellant's Opening Brief

STATEMENT OF JURISDICTION

TJie appellant was indicted for violation of the Act

of December 17, 1914, as amended, and violation of the

Narcotic Drugs Import and Export Act in two counts

in the District Court of the United States for the West-

ern District of Washington, Northern Division, on May
27, 1942 (Tr. 2). The charges involved violations of Sec.

2553-A, Internal Revenue Code, and Sec. 174, Title 21,

U.S.C.A. On the 6th day of June, 1942, the defendant



entered a plea of not guilty to Count I and Count II

of the indictment (Tr. 5). The appellant made a mo-

tion supported b^- affidavits, for suppression of evi-

dence, which was heard on the 6t,h day of July, 1942.

This motion was argued and denied (Tr. 24). The ap-

pellant waived a trial by jury (Tr. 23). Count I of

the indictment was dismissed on motion of the Govern-

ment at the end of the Government's case, and the trial

resulted in a verdict of Guilty as to Count II. (Tr. 25).

The District Court had jurisdiction (28 U.S.C.A.

41, Jud. Code, Sec. 24, par. I). The Circuit Court of

Appeals had jurisdiction (28 U.S.C.A. Sec. 225, Jud.

Code, Sec. 128).

STATEMENT OF THE CASE

Appellant was indicted, tried, and convicted in the

United States District Court, Western District of

Washington, Northern Division, for the crime of pos-

session of narcotics. Count I of the indictment was

dismissed upon motion of the Government at the end

of the Government's case. The evidence introduced at

the trial of this case showed that the appellant got off

a United Airlines Plane about one o'clock A. M. on

March 29, 1942, at the Boeing Airfield, Seattle, Wash-

ington. Appellant took his grip and proceeded to the

Boeing Airline cab, which was waiting to drive passen-

gers into town. The appellant turned his bag over to

the driver of the cab, at which time a Federal Narcotic

Agent, Hain, who was present with Narcotic Agents

Smith and Giordano and City Detective Belland, took

the bag from the driver, at the same time stating that



they were Federal Officers (Tr. 40). The appellant

went to the Federal Courthouse with the officers and

en route to the Courthouse, in answer to a question by

one of the agents as to how much he had in the bag, ap-

pellant answered, "Ten." (Tr. 50). At the Federal

Courthouse, the contents of the bag were removed, and

they proved to be ten cans of smoking opium.

The record does not disclose that the defendant has

ever before been convicted of any crime.

The testimon}^ of the Federal Narcotic Agent Don-

ald Smith showed that he was 27 years of age, and Jiad

worked a little less than one year in the narcotic divi-

sion of the Government. His testimony was that the

first information he had of Lowery was in a report on

June 11, 1941, by an officer from 4he California nar-

cotics division, stating that appellant was suspected of

traffic in narcotics between California and Montana

(Tr. 41). The testimony of Narcotic Agent Giordano

and City Detective Belland showed that the only in-

formation they had about the appellant was from this

same report from the California office of the narcotics

division. Both officers testified that they investigated

the report but were unable to find that the appellant

was trafficking in narcotics or was associated with nar-

cotic peddlers, or had a reputation of being engaged in

narcotic traffic (Tr. 48, 50 and 51). Testimony of Nar-

cotic Agent Smith was also to the effect that an in-

former who had been working for him about six months

prior to the time of the arrest of appellant had shown

him a copy of a letter indicating that appellant was to

arrive on the plane on March 29, on which he did ar-



rive (Tr. 42). Smith's testimony was that the in-

former was paid $150.00 after the arrest of Lowery,

and that he had never secured the arrest of anyone

prior to appellant's case on the basis of information

furnished him by the same infornaer (Tr. 43). Smith

further testified that he did not know whether the in-

former was a dealer in narcotics (Tr. 43). Officer Bel-

land testified that as head of the narcotics division of the

Seattle Police Department, he keeps a record of nar-

cotic addicts and peddlers ; that his investigation failed

to disclose any activity of the appellant in narcotic

traffic (Tr. 47).

Officer Giordano testified that he never found any

evidence of the truth of the suspicion set fortli in the

letter or report of June 11, 1941, which was the basis

of the investigation of appellant (Tr. 41).

Officer Bangs, wlio has charge of t,he Fifteenth Nar-

cotic District, testified that the only information that

he had about ai:)pellant was from the letter which he

received in June, 1941; also that the informer used in

this case had never been used in an investigation which

resulted in the arrest and conviction of a defendant

prior to the Lowery case (Tr. 54). Officer Bangs fur-

ther testified that on Marcli 26t,h and again on March

28th, he had evidence that appellant was acting for nar-

cotic peddlers, l)ut he made no attempt to procure a

warrant for his arrest or for his search (Tr. 56).

Appellant presented a motion to suppress the ex i-

dence, which was ar<;iK'(l and denied ])efori' llic trial

commenced. Appdlanl olgccicd to tlic introduction of

any evidence witli reference to tlic narcotics, contend-



ing the same were obtained by means of unlawful

search and seizure. At the end of the Government's

ease, appellant moved for a dismissal of the case on

the ground and for the reason that the evidence upon

which the case was based had been obtained through

unlawful search and seizure in violation of the 4th and

5t.h Amendments of the Constitution of the United

States. The motions were denied and the appellant

found guilty on Count II (Tr. 25). Appellants pre-

sented motions for new trial, for dismissal of the ac-

tion, and for arrest of judgment and stay of proceed-

ings, all of which were argued and denied on July 20,

1942 (Tr. 28). Judgment and sentence were pro-

nounced, finding the appellant guilty, and sentencing

him for the period of twenty-one months in the United

States Public Health Service Hospital at Fort Worth,

Texas, and sentencing him to pay a fine in the sum of

$500.00 (Tr. 30).

ASSIGNMENT OF ERRORS
Appellant is relying upon the following assigned

errors

:

1. That the Court erred in denying Appellant's mo-

tion to suppress the evidence and exhibits in the case,

for the reason and upon the ground that there was an

unlawful search and seizure of the person and property

of the Appellant in violation of his constitutional

rights.

2. The Court erred in denying Appellant's chal-

lenge to the sufficiency of the evidence at the close of

the entire case, and in the refusal of the Court to dis-



miss Count Two of the Indictment upon the ground and

for the reason that all of the evidence in the case was

obtained by means of unlawful search and seizure of

the person and property of the Appellant.

ARGUMENT
As both assignments of error relate and are based

upon an unlawful search and seizure of the person and

property of the appellant, in violation of his constitu-

tional rights, the same will be treated jointly in pre-

senting this argument. Appellant contends that the

search and seizure of himself and his personal belong-

ings and his arrest were unlawful, and in violation of

the 4th and 5th Amendments to the Constitution of the

United States.

Even at common law, the right of the people to be

secure in their persons, houses, and effects against un-

reasonable search and seizure was recognized. This com-

mon law right of course was enacted into the Consti-

tution of the United States when the Fourth Amend-

ment was adopted. The rule has been adopted and fol-

lowed that a warrant of some kind is necessary in or-

der to effect this search and seizure of a person, his

property and effects. An exception to that rule has al-

ways been that where officers have probable cause to

believe that an offense is being committed, tjiey have a

right to search and seize without a warrant.

In Cardinal v. United States, 79 Fed. (2) 825, it

was held that entry and seai'<'h without a warrant was

illegal, unless officers had probable cause to believe that

an offense was being conunitted.



In United States v. Batune, 292 Fed. 497, it was held

that to justify a government agent in making an arrest

and search and seizure without a warrant, he must have

such knowledge from the employment of his own senses

or from information actually imparted to him by an-

other as to cause him honestly and in good faith, act-

ing with reasonable discretion, to entertain the belief

or suspicion that the law is being violated.

Belief alone, however well founded, that an article

is concealed in a dwelling has been held to be no justi-

fication for search without a warrant notwithstanding

that the facts unquestionably showed probable cause

in the case of United States v. Baldocci, 42 Fed. (2)

567. Probable cause has been held to mean reasonable

ground of suspicion supported by circumstances suffi-

ciently strong in themselves to warrant a cautious man
in believing that t.he person is guilty of the offense

charged. United States v. Hayes, 52 Fed. (2) 977.

The rule is that there should be a liberal construc-

tion in favor of the defendant of the Fourth Amend-

ment in legislation regulating search warrants, and it

has been held that the guarantees of the Fourth Amend-

ment must be liberally construed to prevent impair-

ment of the protection extended by such amendment.

Go-Bart Importing Co. v. United States, 282

U.S. 344;

Grau V. United States, 287 U. S. 124.

In Gouled v. United States, 255 U. S. 298, it was

held that the provisions of the fourth amendment pro-

tecting against unreasonable seizure and search are in-

dispensable to the full enjoyment of personal security,
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liberty and private property and should receive a lib-

eral construction to prevent an encroachment on the

rights secured by them.

The case of United States v. Tom Yu, 1 Fed. Supp.

357, involved the same charges as is set forth in Count

II of the Indictment in the instant case, and is some-

what analogous to our present situation. The facts

there disclose that a narcotics agent received informa-

tion to the effect that smoking opium was being shipped

to a designated address and was being there distrib-

uted. The narcotics agent had no personal knowledge

of any of the facts, but acting upon the hearsay infor-

mation received, he, together with another agent and

a deputy sheriff, went to the defendant 's residence. The

officers claimed that on ap^Droaching the building they

smelled the fumes of smoking opium and after return-

ing a second time and again smelling the fumes of

smoking opium, broke in t.he door and arrested the de-

fendant and searched the premises, finding therein a

quantity of opium. The Court, in granting a motion

to suppress, stated as follows

:

"The important question to determine is

whether the information conveyed to the officers

and the fact that they smelled the fumes of smok-

ing opium was sufficient to justify an honest be-

lief that a crime was being committed in their

presence. The search of the defendant's dwelling

without a warrant was unlawful unless it can be

said that a crime was being conmiitted in his pres-

ence." (P. 359). * * * *

"In the case of Byars v. U. S., 273 U. S. 32,

47 S. Ct. 248, 249, 71 L. Ed. 520, it is said: 'Con-



stitiitional provisions for the security of person

and property are to be liberally construed, and ' it

is the dut,y of courts to be watchful for the con-

stitutional rights of the citizen, and against any
stealthy encroachments thereon.' Boyd v. U. S.,

116 U. S. 616, 635, 6 S. Ct. 524, 535, 29 L. Ed.

746.' " See, also, Gouled v. U. S., 255 U. S. at p.

305, 51 S. Ct. 261, 65 L. Ed. 647.

"Regardless of how desirable or necessary it

may be to suppress the traffic in narcotic drugs,

yet well-founded principles of law cannot be ig-

nored, nor constitutional guaranties disregarded

to accomplish the purpose." (P. 360.) * * *

Although the above case dealt with search of a resi-

dence the same general principles involved apply to

the search of a person. ^

The case of United States v. Schultz, 3 Fed. Supp.

273, shows that the officers had received information

of the illicit use of the premises involved. After ap-

proaching the premises they detected some odors. The

Court held that unless such information was based

upon personal observation or perceptions, such infor-

mation was purely hearsay and did not authorize

search without a warrant. In that case the Court cites

Gorski v. United States, 1 Fed. (2) 620, to the effect

that an arrest may not be made on mere suspicion.

The case of Hague v. Committee on Industrial Organi-

zation, 101 Fed. (2) 774, held that to justify a search

and seizure without a warrant the officers must have

direct personal knowledge through their hearing, sight,

or other sense, of the conmiission of a crime by the ac-

cused.
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The case of United States v. Banks, 24 Fed. (2)

973, shows that the narcotic agents had information

that the accused was in possession of some narcotics.

They went to the accused 's apartment, knocked on the

door and stated they were Federal narcotic agents. By

virtue of their declaration of being officers, the accused

opened the door and let them in. The accused w^as dis-

robed and they discovered by an examination of his arm

that ]ie was a drug addict and they thereupon searched

the apartment and found a quantity of heroin. The

Court held that the agents had no probable cause and

having entered without a search warrant the search and

seizure was illegal. The Court also held that consent to

the search was not freely given by the fact that the ac-

cused opened the door stating that the accused had no

alternative when the officers made their identity known,

and asked admittance, even though he put up no re-

sistance. In the instant case, the situation was the

same, as Lowery put up no resistance when the agents

identified themselves, feeling, of course, that he was

under arrest, as did the accused in the Banks case.

In the case of Carroll v. United States, 267 U. S.

132, it was held that the search and seizure was lawful.

However, the facts shown were much stronger than in

the present case, as two and one-half months before

the arrest, the Federal agents had actually agreed to

buy whiskey from the defendant, under guise. They

had actually talked to the defendant, and he had agreed

to sell whiskey to them. At the time of the arrest the

defendant was driving the same car that lie had two

and one-half months before, and the agents stopped 'liin

and arrested him, and seized the contents of the car. In
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that case there was, of coure, direct contact and direct

agreement for the sale of whiskey with the defendant

himself. However, even then, Justice Reynolds de-

livered a vigorous dissenting opinion contending there

was not probable cause for the arrest.

In the case of Ganci v. United States, 287 Fed. 60,

the Court held there was an unreasonable search, and

no probable cause to base a search on. In that case,

one Smith, a peddler of narcotics and an informer, was

given money by the narcotics agents to buy narcotics

from defendant Lusco. Smith went with Lusco and

waited outside an apartment house for him. Lusco

brought out a package of narcotics and the agents be-

ing present seized him. Smith when he had been ne-

gotiating with Lusco had told the* officers that he had

seen defendant Ganci present. The agents after the

arrest of Lusco went to the apartment house and in

searching the house came across a barber shop owned

by the defendant Ganci, and searched the same and

found narcotics and thereupon arrested Ganci. The

Court held that there was no probable cause to justify

the search of Ganci 's barber shop and that the search

was unreasonable and therefor unlawful.

At jj. 661, the Court used tiie following language:

"We must not be tempted to avoid the preser-

vation of constitutional safeguards because of the

nature of the crime charged nor because of diffi-

culties in detecting crime. We realize the insid-

ious and dangerous character of the narcotics con-

cerned in this case and appreciate the skill neces-

sary to discover the traffickers. The Supreme
Court, however, has never permitted the obnoxious
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nature of a crime nor the difficulties of detection

to dim its view as to the necessity of preserving,

at any cost , our .hard-won constitutional safe-

guards, and it may be tritely observed that a stern

adherence to that jDreservation makes both for lib-

erty and order in the long run."

The case of United States v. Rohstein, 41 Fed. (2)

227, holds that a forcible entry into a locked room in

a bottling plant and the searching thereof without a

warrant on detecting an odor of alcohol emanating

therefrom was illegal.

In the case of Emit v. United States, 15 Fed. (2)

623, defendant's car was searched without a warrant.

The officers had some information about the defen-

dant's activities and the car of the defendant had been

seen parked at a place supposedly used by cars haul-

ing liquor, and it came from a place having a reputa-

tion as a haven for bootleggers. The Court held that

the search was unlawful as it was based on mere sus-

picion and not on probable cause.

In the case of Pedes v. Poali, 5 Fed. (2) 280, the

agent had information that the car that was hauling

the illegal articles was to travel over a certain road

at a certain time with a description of the car and

driver. The agent shot at the car and tlie Court in a

case where the agent was on trial and was trying to

justify his actions, held tliat the facts did not justify

his actions, that the same were unreasonable, and that

he had no probable cause for his actions.

It is submitted that all of the cases which have held

the search and seizure sufficient and reasonable have
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had. imicli more evidence than in the instant case. In

the case of United States v. Rogers, 53 Fed. (2) 874,

the facts showed that a great volume of illicit beer

traffic was carried on on the highway where the de-

fendant was stopped. Also, the truck the defendant

was driving had been seen at a "beer drop" and had

been seen driven to an apparent saloon. The case of

Carroll v. United States, supra, as set forth, had many

more facts.

In the instant case, there was nothing in the ap-

pearance of appellant, nor in the fact that he came off

the plane with a grip and gave the same to the airline

cab driver which would give rise to any belief that he

was committing a crime. His actions were entirely con-

sistent with a legitimate use of the grip, and do not

warrant a reasonable belief that he was committing

any crime. The fact that the officers claim they had in-

formation from an informer in itself is not sufficient.

If it were, anyone carrying a suitcase could be stopped

and be subjected to search merely because someone had

informed the officers that he or she w^as breaking the

law.

It is respectfully submitted that the above cases bear

out that hearsay information by a federal agent, not

based upon any personal knowledge or any other cir-

cumstances, or anything about the appearance of the

appellant is not sufficient to authorize a search without

a warrant. There is no evidence that Lowery was en-

gaged in any regular narcotic traffic, or that he was

engaged regularly in transporting narcotics by plane,

or in any other manner. The officers all testified that
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their original information about Lowery trafficking

in narcotics was not borne out after investigation. Offi-

cer Belland testified that Lowery was not known as a

narcotic addict or narcotic trafficker. The only infor-

mation here was the hearsay information given to one

of the officers by the informer.

The narcotic agents testified that they had full in-

formation of Lowery 's activities as early as March

24th, and that on March 28th, they had full informa-

tion that he was to arrive in Seattle on the morning of

March 29th. In view of this information, if they had

probable cause at that time, they had ample time to

obtain a warrant authorizing them to search and ar-

rest the defendant. Had they had probable cause at

that time they would have undoubtedly done so. It is

not the province of the law to allow the agents to con-

firm their beliefs or suspicions by a search and then

subsequently obtain an indictment on that illegal

search. If they have sufficient information to consti-

tute probable cause for an arrest, and if they have time

for the same, such as in this case, the agents should ob-

tain the necessary warrant.

CONCLUSION

We respectfully submit that in view of the above de-

cisions and the evidence in this case, there was an ar-

rest without a warrant, a crime was not being com-

mitted in the presence of the officers, and there was no

probable cause to justify an arrest of the defendant

without a warrant.
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We respectfully submit that tlie motion to suppress

the evidence in this cause should have been granted,

and the case dismissed.

We respectfully submit that the judgment of the

District Court should be reversed, and the above cause

be dismissed.

Respectfully submitted,

Albert D. Rosellini^

Attorney for Appellant.
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' STATEMENT OF THE CASE

This appeal involves the validity of the convic-

tion of appellant on Count II of the Indictment

(Tr. 3, 4) charging appellant with receiving, conceal-

ing, buying, selling and facilitating the transporta-
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tion and concealment after importation of fifty ounces

of smoking opium in violation of Title 21, U.S.C.A.,

Sec. 174.

Appellant's sole contention under his Assign-

ments of Error (Tr. 60, 61) is that the evidence was

obtained by unlawful search and seizure in violation

of the Fourth and Fifth Constitutional Amendments.

We confine our discussion to that contention.

Prior to the trial appellant sought to suppress

the evidence which consisted of tins of smoking opium

(Tr. 40, 44) by filing a Motion to Suppress. Accom-

panying the motion were two affidavits, one being

that of appellant's attorney of record, and the other

of appellant himself (Tr. 5-9). Nowhere do such

affidavits or the motion make any claim that appel-

lant was the owner of or claimed any interest in the

opium seized, nor that appellant had the possession of

the narcotics at the time of the search and seizure.

In opposition to appellant's Motion to Supress,

the Government filed four affidavits (Tr. 9-23). To

these appellant filed no counter-affidavits or state-

ment. The Government's affidavits disclose that prior

to the apprehension of appellant in the early morning

of March 29, 1942, the Seattle Narcotics Bureau and



its officers had the following information in their

possession

:

1. That by virtue of a letter, dated June 11,

1941, received by the Seattle Narcotic Office from the

California Office, appellant was believed to be en-

gaged in narcotic activities between California and

Montana as of that date (Tr. 10, 14, 20).

2. The Seattle Office, by virtue of an investi-

gation made, ascertained that appellant had left Mon-

tana and had come to Seattle about August, 1941,

and that appellant was making occasional trips away

from Seattle possibly to procure narcotics (Tr. 14).

Appellant was known to be residing in Seattle from

August, 1941 to July, 1942 (Tr. 10-20).

3. About January or February, 1942, the Se-

attle Narcotics Office learned that one of their re-

liable confidential informants was in a probable po-

sition to advise when appellant would leave Seattle for

the purpose of bringing back smoking opium (Tr. 14).

4. Thereafter in early March, 1942, this infor-

mant advised Narcotic Agent Donald R. Smith that

appellant had received a letter from one Tony Alva-

rado of Jaurez, Mexico, which letter stated in effect:

"How are you?

"I got your letter today. My wife went to get
it. Don't come until you get tela, with price and



everything. Price no trouble, I want to keep
friendship."

Signed 'Tony"

In conjunction with this letter the informant dis-

closed that appellant was going to make a trip south

to obtain opium and that he would probably go by air-

plane (Tr. 10, 14, 15).

5. About March 22, 1942, this informant again

advised the Seattle Office that appellant had received

a telegram from Tony Alvarado of Jaurez, Mexico,

which read as follows:

^'I have ten carates good quality answer if you
will come.

Tony" (Tr. 10, 11, 14)

Agent Smith checked the Spanish definition of

the word "carates" and found it meant "liver spots"

or "brown spots" and deduced that the word meant

opium (Tr. 11).

6. On March 26, 1942, the officers were advised

by the United Airlines at Seattle that a colored male

generally answering appellant's description had

booked passage by plane for El Paso, Texas, and

further, that on the evening of March 26, 1942, a col-

ored male had taken the 8:45 p. m. plane from Seattle,

traveling on a round trip ticket, to El Paso; that he

was traveling under the name of James Smith, but



that his baggage bore the initials "J.N.L.", the initials

of the appellant (Tr. 11. 15),

El Paso, Texas, is just across the border from

Jaurez, Mexico, from which the letter and telegram

emanated (Tr. 11).

7. On March 28, 1942, the United Airlines at

Seattle advised the officers that the said James Smith

was booked to return to Seattle by plane and would

probably arrive sometime between 8:00 P. M. on

March 28, 1942 and 12:10 A. M. on March 29, 1942

(Tr. 11, 15).

8. The officers covered the arrival of both

planes and the plane scheduled to arrive at Seattle at

12:10 A. M., March 29, 1942, actually arrived at

12:55 A. M. Appellant Lowery,'who was known to

one of the agents who recognized him, disembarked

from the plane (Tr. 11, 18, 22). The officers, all of

whom were in possession of the foregoing information,

observed that after appellant left the plane he claimed

his bag and proceeded to an automobile furnished by

the United Airlines to its passengers. Before the ap-

pellant could enter the automobile he was intercepted

by the officers who informed him that they were Fed-

eral officers and took possession of appellant's bag.

The officers had no search warrant. The officers then

escorted Lowery to the Federal Narcotic Office in Se-



attle by car. In this car when appellant was asked

what he had in the bag, he replied in substance that

the officers knew what he had in the bag, that he had

ten cans (Tr. 18, 22). At the Seattle Narcotic Office

appellant was asked by Supervisor Bangs what he had

in the bag, to which appellant replied that he had ten

cans of opium. Appellant then opened the bag produc-

ing the ten cans, further stating that he had obtained

the opium at El Paso for $650 (Tr. 12, 16, 17, 18,

19, 22, 23).

On this state of the record the court on July 6,

1942, denied appellant's Motion to Suppress the evi-

dence (Tr. 24).

The trial proceeded on the same date before the

court sitting without a jury pursuant to appellant's

request and waiver of trial by jury (Tr. 23, 24).

The only details of any moment here which were

developed in addition to the facts stated above were

that most of the contents of one of the tin cans had

leaked out (Tr. 41) ; that the total smoking opium

contained in the cans was about fifty ounces (Tr. 44)

;

that the confidential informant in the case had there-

tofore been found reliable and had performed services

for the Seattle Narcotic Office for about six months

prior to appellant's apprehension (Tr. 42, 54, 55).
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Government's Exhibit 1; 2 and 3 which were in-

troduced at the trial were the ten cans of opium above

referred to as being in appellant's bag (Tr. 40,

41, 46).

Appellant offered no evidence at the trial and

was found guilty by the court on Count II of the In-

dictment (Tr. 25, 58) and was sentenced to 21 months

in the United States Public Health Service Hospital,

Fort Worth, Texas, and to pay a fine in the sum of

$500, commitment until paid (Tr. 30).

QUESTION

The only question presented is whether or not the

search and seizure involved was lawful without a

search warrant.

ARGUMENT

Appellant is not entitled to invoke the protection

of the Fourth and Fifth Amendments

Appellant, in his Motion to Suppress and his sup-

porting affidavits, makes no claim to ownership or to

any interest in the narcotics seized. As a matter of

fact, appellant seems to deny that he even had posses-
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sion of the narcotics because he makes the following

allegations

:

"Affiant was not committing any crime in the
presence of said agents" (Tr. 8)

and

"That the defendant James Nathan Lowery
was not committing any crime in their presence"
(Tr. 6)

which would seem equivalent to a flat statement that

appellant was not the owner, nor had any interest in,

nor had intentional possession of the opium.

It is v/ell established that one who seeks to ques-

tion the legality of a search and seizure under the

Amendments must be the owner of the property or

have an interest therein and affirmatively claim his

ownership or interest in his application for suppres-

sion. Mere physical custody is insufficient to entitle

one to object that the search and seizure was unrea-

sonable or that his constitutional rights were invaded.

Lewis V. United States (CCA 9), 6 F. (2d) 222;

Armstrong v. United States (CCA 9), 16 F. (2d)

62 (certiorari denied 273 U.S. 766)

;

Patterson v. United States (CCA 9), 31 F. (2d)

737;

Kwong How v. United States (CCA 9), 71 F.

(2d) 71.

As appellant offered no evidence at the trial



9

(Tr. 55) no contention can be made that appellant

made any claim of ownership to, or interest in, the

opium seized subsequent to the hearing on the Mo-

tion to Suppress.

The Search and Seizure wa^ lawful

The question is whether or not the facts and cir-

cumstances which came to the attention of the officers

in the instant case prior to appellant's apprehension

were sufficient to lead a reasonably discreet and pru-

dent man to believe that appellant was unlawfully in

possession of narcotics.

Carroll v. United States, 267 U.S. 132

;

Husty V, United States, 282 U.S. 694.

It is exceedingly plain that under the facts of the

case that the search and seizure was lawful even

though without a search warrant.

Carroll v. United States, supra.

Husty V. United States, supra;

King V. United States (CCA 9), 1 F. (2d) 931;

Foster v. United States (CCA 9), 11 F. (2d)

100;

White V. United States (CCA 9), 16 F. (2d) 870;

Mclnes v. United States (CCA 9), 62 F. (2d)

180;
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Leong Chong Wing v. United Stales (CCA 9),
95 F. (2d') 903;

Kwong How v. United States (CCA 9), 71 F.

(2d) 71;

Matties V. United States (CCA 9), 11 F. (2d)
503.

Appellant seems to argue that because the infor-

mation given to the officers was "hearsay" that they

could not act upon it. Such a contention cannot be

sustained because in practically all of the cases above

cited, the information of the officers was based on

hearsay. As said in the Husty case, supra, at pp.

700-701:

"To show probable cause it is not necessary

that the arresting officer should have had before

him legal evidence of the suspected illegal act."

In the Carroll and Husty cases the information

of the officers was based on hearsay.

Appellant likewise contends (Tr. 14) that the

officers had ample time in which to obtain a search

warrant and that therefore the search and seizure was

unlawful. The answer to this contention is two-fold:

First: The Fourth Amendment does not denounce

all searches or seizures, but only such as are unrea-

sonable.

Carroll v. United States, supra, at p. 147.
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Secondly: In the instant case the officers were

not sure from their information that the "James

Smith" reported to be traveling by plane was the ap-

pellant James Nathan Lowery. It was the fact of

appellant being on the return plane which crystallized

all prior information in the possession of the officers

and gave the officers the right to act. The officers

could not know positively that it was in fact appellant

who was on the plane until he was observed disem-

barking. On these facts the officers were not required

to speculate on the chances of later carrying out the

search and seizure after the delay which would then

have been required for one or more of them to obtain

a search warrant.

Husty V. United States, supra, at p. 701

This would seem to be particularly true in this

case where appellant was merely in the process of

transferring himself and his bag from one vehicle to

another and renders inappropriate the cases cited by

appellant which relate to searches and seizures of

structures or dwellings.

In our opinion a discussion of appellant's au-

thorities is unnecessary because he has not cited a

single case from this Circuit, nor has appellant, in our

view, cited any case which is in point. Many of his
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cases are contrary to his own position and are in favor

of the Government's position. In the main, they re-

late to searches and seizures of dwellings rather than

of the person or mobile units.

CONCLUSION

The lower court committed no error in denying

appellant's motion to suppress and in overruling all

of appellant's objections to the evidence which were

based thereon.

The judgment should be affirmed.

Respectfully submitted,

J. CHARLES DENNIS,
United States Attorney.

G. D. HILE,
Assistant United States

Attorney,

Attorneys for Appellee.
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No. 10211

IN THE

UNITED STATES
CIRCUIT COURT OF APPEALS

FOR THE NINTH CIRCUIT

JAMES NATHAN LOWERY,

vs.

UNITED STATES OF AMERICA,

Appellant,

Appellee.

APPEAL FROM THE DISTRICT COURT OF
THE UNITED STATES FOR THE WESTERN

DISTRICT OF WASHINGTON,
NORTHERN DIVISION

HONORABLE JOHN C. BOWEN, Judge

APPELLANT'S REPLY BRIEF

Appellee's position that appellant is not entitled to

invoke the protection of t^e Fourth and Fifth Amend-

ments is not sound. Appellee contends that appellant

makes no claim to ownership, or to any interest in the

narcotics seized. However, an examination of the

records shows that appellant at no time disclaimed



interest, possession, or ownership of the narcotics, but

to the contrary, always referred to the grip and the

contents, which were the narcotics in question, as being

his.

In his affidavit in support of his motion to suppress

the evidence, appellant states that ]ie took "his grip"

(Tr. 7) ; that the officers took "his grip" and opened

"his grip" (Tr. 8). Also, in his affidavit he states that

he told the officers that he had "Ten," in referring to

the narcotics in "his grip" (Tr. 8).

In the affidavit of Donald E. Smith, the narcotic

agent, affiant states that the appellant admitted to him

that he had obtained the opium in El Paso, Texas, for

$650.00 (Tr. 12), indicating ownership in the appel-

lant. In the affidavit of A. M. Bangs, narcotics super-

visor, affiant states that appellant admitted tliat lie had

brought back with him "Ten cans" of "opinnr'; fur-

ther, that appellant opened his bag and produced there-

from the narcotics (Tr. 16). Affiant further alleged

that appellant told him that he had obtained tlie nar-

cotics in El Paso, Texas, for $650.00 (Tr. 17).

The authorities cited ])y a])])ellee arc not in ])()int.

In Patterson v. U. S. (O.C.A. 9) 31 F. (2) 737. the

defendant openly disclaimed owncrsliip. and denied

that the suitcase and the contents were liis.

In the case of Lnn's r. P. S., ((\(\A. 9) 6 F. (2)



222, a search warrant was used in searching the prem-

ises. The Court Jield that one who claimed no interest

in the property seized cannot question the validity of

the search warrant.

The case of Armstrong v. U. S. (CCA. 9) 16 F.

(2) 62, is to the same effect, the defendant disclaiming

any interest in the property seized.

The case of Kwong How v. U. S., (CCA. 9) 71 F.

(2) 71, involved the search of the premises and the

person of the defendant. The defendant in that case

did not reside in the premises searched and disclaimed

any interest in the property seized. The Court held

that one who is not the owner or tlie lawful occupant

of the premises searched without a warrant cannot

raise the question of the lawfulness of the search.

THE SEARCH AND SEIZURE

WAS UNLAWFUL

The cases cited by appellee are not helpful. In the

case of Carroll v. U. S., 267 U. S. 132, as pointed out in

appellant's opening brief, p. 10, the facts were much

stronger than in the present case.

In the case of Husty v. U. S., 282 U. S. 694, cited in

appellee's brief, it was held that the search and seizure

were proper. However, the facts there were much



stronger than in the instant ease. The prohibition

officer who made the arrest testified that lie had known

the defendant to be a ^'bootlegger" for several years,

had arrested him twice before for the same offense, had

received a phone call that the defendant had two loads

of liquor in two automobiles of particular makes and

descriptions parked in particular places on certain

streets. Also, the officer testified that he was well ac-

quainted with his informant, having known him about

eight years, and having had frequent contact with him

both in a business and social way. He had received

similar information from the informant which had

always proved to be reliable. In that case, when the

officers were seen by the defendant, two of his com-

panions fled, and the officers made the search and

seizure. Under these facts, there was probable cause

for the search.

In the case of King v. U. S. (CCA. 9) 1 Fed. (2)

931, all of the facts are not shown, but the Court states

that the officers had reliable and positive information

that the defendant was engaged in transporting opiiun

;

also that tlie officers saw the defendant go hy and re-

turn witli all the curtains in his ear diawu down. The

Court licld the seardi and seizure ])r()|)('r.

The case of Foster v. U. S. (CCA. 9) 11 F. (2) 100,

is not helpful, as the facts upon wliicli llic search was

based do not appear from t.hc opinion.



The search and seizure in the case of White v. U. S.,

(CCA. 9) 16 F. (2) 870, cited by appellee, was based

on strong evidence. One of the inspectors, who mingled

with a crowd of narcotic addicts at a certain rooming

house, heard them talking about the defendant, and

heard them say that the defendant sold narcotics, and

that he gave a cube for $1.50. Other officers testified

that just prior to the arrest, tjiey saw the defendant

walking in the direction of the rooming house, having

his overcoat on with the collar pulled up, both hands in

his pockets, walking fast, turning around and looking

from side to side. The Court hel4 that those facts were

sufficient to justify the arrest.

In the case of Mclnes v. U. S., (CCA. 9) 62 F. (2)

180, the officer received a call between midnight and

one o'clock A.M. from an informer, wjiom he knew

well, and who had furnished him previously with re-

liable information, that a Ford coupe with a certain

license number, would go from California into Oregon

early that morning, loaded with liquor. The officer saw

the described Ford, with the described license number,

seized the same, and found the liquor. The Court held

that those facts justified the arrest without a warrant.

In the case of Leong Chong Wing v. U. S. (CCA.

9) 95 F. (2) 903, there were much stronger facts. Tlie

record therein discloses that the defendant had at a

prior date been convicted of violation of the Narcotic



Act ; that lie was an associate of known narcotic deal-

ers ; that enforcement officers had numerous complaints

of appellant's activities engaging in the illicit sale of

narcotics; that the officers had information from an

informant, who had been found reliable on several oc-

casions, to the eft'ect that appellant was about to meet

a white man at a specified place for the purpose of

making the sale and delivery of narcotics. On three

occasions within a period of fifteen days, the officers,

acting upon such information, observed appellant,

while driving a car, meet the identical white man, who

entered appellant's car. On the last of such occasions,

the officials, Jiaving again received information from

the same source, to the effect that appellant would meet

a white man in appellant's car, made the arrest.

In the case of Kwong Hotv v. U. S., (CCA. 9), 71

F. (2) 71, the officers saw the Chinese defendant come

out of a panel door of a room connected by means of a

secret passage with the premises in which narcotics

had been repeatedly purchased. They saw the defen-

dant carry a satchel partially open, containing small

boxes which appeared to the officers to be narcotics.

The Court held that tlio facts justified the arrest.

In the case of Mattus v. IJ . S. (CCA. 9) 11 F. (2)

503, the officers sent a thoroughly searched informer

into the defendant's house with marked money, to buy



narcotics, and on his return with morphine, they en-

tered the house, arrested t]a.e defendant, and seized the

morphine which the defendant's wife was trying to

conceal. The defendant voluntarily admitted that he

did give the morphine to the informer. The Court held

that the search was proper.

In each of the cases mentioned above, cited in ap-

pellee's brief, there was before the Court a great deal

more evidence than in the instant case. In each case

where there was hearsay information from an in-

former, there was always something else to substantiate

it. In the instant case, the Govel'nment has produced

nothing except information furnished to the officers by

an informer who had never before completed a case

for the officers, and whose testimony had never been

used to secure a conviction by the officers. Although

the officers testify that the informer was reliable, there

is nothing in the record to indicate this. They had

known him for only a period of about six months, didn 't

know whether he had a criminal record, whether he

was a narcotic addict, or anything about him. On the

limited knowledge that the officers had of the informer,

it cannot be said that they were justified in relying

upon his information.

For the reasons set forth in appellant's opening

brief, and based upon the authorities therein cited, it
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is respectfully submitted that there was not probable

cause for the search and seizure and the followino; ar-

rest in this case.

CONCLUSION

We respectfully submit t,hat the appellant was ar-

rested without a warrant, a crime was not being com-

mitted in the presence of the officers, and that there

was no probable cause to justify the arrest of the de-

fendant without a warrant.

We respectfully submit that the judgment of the

District Court should be reversed, and the above cause

be dismissed.

Respectfully submitted,

Albert D. Rosellixi,

Attorney for Appellant.
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APPEARANCES

:

For Taxpayer:

EDWARD HALE JULIEN.

For Comm'r.

:

ARTHUR L. MURRAY, Esq.

Docket No. 102469

BANK OF AMERICA NATIONAL TRUST
AND SAVINGS ASSOCIATION as Execu-

tor of the Last Will and Testament of Elisha

Cobb Mayo, Dec'd.,

Petitioner,

V. •

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES

1940

May 6—Petition received and filed. Taxpayer

notified. (Fee paid).

May 7—Copy of petition served on General Coun-

sel.

June 17—Answer filed by General Counsel.

June 17—Request for hearing in San Francisco^

California, filed by General Counsel.

June 27—Notice issued placing proceeding on San

Francisco, California, Calendar. Answer

and request served.
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1941
«

Apr. 8—Hearing set June 16, 1941 in San Fran-

cisco, California.

June 16—Hearing had before Mr. Kern on the

merits. Submitted. Stipulation of facts

filed. Briefs due July 31, 1941. Reply

briefs due Aug. 30, 1941.

July 2—Transcript of hearing 6/16/41 filed.

July 26—Brief filed by taxj^ayer.

July 31—Brief filed by General Counsel.

July 31—Copy of brief served on General Counsel.

Aug. 23—Reply brief filed by taxpayer. 3/25/41

copy served on General Counsel.

Nov. 17—Memorandum findings of fact and opin-

ion rendered, Kern, Div. 16. Decision

will be entered under Rule 50. 11/18/41

copy served.

Dec. 10—Computation of deficiency filed by Gen-

eral Counsel.

Dec. 15—Hearing set Jan. 14, 1942 on settlement.

Dec. 27—Consent to settlement filed by taxpayer.

Dec. 30—Decision entered, Kern, Div. 16.

1942

Mar. 14—Petition for review by United States Cir-

cuit Court of Appeals, Ninth Circuit,

with assignments of error filed by Gen-

eral Counsel.

Mar. 25—Proof of service filed by General Coun-

sel. (2) [1*]

* r-.iEo numbering appearing at top of oage of original certified

Transcript of Record.
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1942

Apr. 16—Certified copy of order from 9th Circuit,

granting an extension to 6/22/42 to com-

plete the record filed.

June 10—Certified copy of an order from the 9th

Circuit extending the time to August 21,

1942 to transmit the record, filed.

July 28—Statement of points filed by General

Counsel—with proof of service thereon.

July 28—Agreed designation of contents of record

filed. [2]

United States Board of Tax Appeals

Docket No. 102469

BANK OF AMERICA NATIONAL TRUST
AND SAVINGS ASSOCIATION as Execu-

tor of the Last Will and Testament of Elisha

Cobb Mayo, Dec'd.,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION

The above named petitioner hereby petitions for

redetermination of the deficiency set forth by the

Commisioner of Internal Revenue in his notice of

deficiency (Bureau Symbols: MT-ET-84-32-lst (Cal-

ifornia) dated February 29, 1940, and as a basis of

its proceeding alleges as follows:
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1. The petitioner is a National Banking Asso-

ciation by law duly licensed to administer court

and private trusts, and is the duly qualified and

acting Executor of the Last Will and Testament

of Elisha Cobb Mayo, deceased. That the said Es-

tate is being administered at the Santa Rosa

Branch of said Bank, in the City of Santa Rosa,

County of Sonoma, State of California.

2. The notice of deficiency (a copy of which is

attached and marked Exhibit "A") was mailed the

petitioner on February 29, 1940.

3. The taxes in controversy are estate taxes.

The [3] deficiency asserted is $5,971.61, all of which

is in controversy.

4. The determination of taxes set forth in the

said notice of deficiency is based upon the follow-

ing errors:

(a) The inclusion in the gross estate of interest

accrued on securities during the optional period

contrary to the provisions of subdivision (j) of

Section 302 of the Revenue Act of 1926, as amended

by Section 202 of the Revenue Act of 1935 (now,

Internal Revenue Code Section 811 (j)).

(1)) Refusal of the respondent to allow as a

deduction from the gross estate the amount of

present values of all bequests contained in the Will

of the decedent to certain organizations operated

for charitable, religious, educational or other pur-

poses as prescribed in Section 303 (a) (3) of the

Revenue Act of 1926, as amended, (now. Internal

Revenue Code, Section 811 (d)).

5. The facts upon which the petitioner relies
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as the basis of this proceeding are as follows:

(a) Exhibit "A" and the Return Form 706 set

forth the facts on the first assignment of error.

(b) Elisha Cobb Mayo died August 26, 1937

a resident of Santa Rosa, California. He left a

Will, copy of which is hereto annexed and marked

Exhibit "B". The Will provided for a devise to

decedent's sister Rebecca S. Mayo of the family

home at Number 20 Davis Street, Santa Rosa and

a bequest of xDersonal effects. The Davis Street

home did not pass by the Will as a deed was exe-

cuted to Rebecca S. Mayo dated November 17, 1919

but not recorded until September 2, 1937 which was

after decedent's death. The value of this real prop-

erty is included in the gross estate. The Will also

provided for certain general cash [4] legacies which

include California State Inheritance Taxes thereon,

aggregating $3,699.45. Paragraph Sixth of the Will

leaves all the residuary estate to petitioner in trust

with full powers of management, investment and

reinvestment. The third paragraph of Paragraph

Sixth reads as follows:

''From the said trust property my aforesaid

trustee shall pay the sum of Two Hundred

Fifty ($250.00) dollars per month to my sister

Rebecca S. Mayo, said payments to run from

the date of my death, and in case she should,

by reason of accident, illness, or other un-

usual circumstances so require, such additional

sum or sums as in the judgment of said trustee

may be necessary and reasonable under the

existing conditions. Upon the death of my
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said sister the said trustee shall liquidate my
entire estate and from the proceeds shall pay

to the beneficiary hereinafter named the

amounts hereinafter mentioned, to-wit: "

All the twelve beneficiaries which follow, (a) to

(1) inclusive, are admitted charities, within the

meaning of Section 303 (a) (3) of the Revenue

Act, as amended.

Rebecca S. Mayo, decedent's sister, was born

October 5, 1858, and her nearest birthday on the

date of her brother, Elisha Cobb Mayo's death was

79 years. Rebecca S. Mayo has been totally blind

for many years and prior to her brother's death.

She rarely leaves her home at 20 Davis Street in

Santa Rosa; has and does live a simple and frugal

life. Her health is fair for one of her years and all

her expenses, living or medical, have, for the years

immediately after her l)rother's death, not exceeded

$100.00 a month. Prior to and on the date of the

death of decedent, Rebecca S. Mayo's expenses were

even less than $100.00 per month. Apart from the

home at 20 Davis Street which she owns outright

and free of mortgage or other encumbrance, Re-

becca S. Mayo has an independent annual income

which amounted to approxi- [5] mately $800.00

for the calendar year 1939 and is so shown upon

her Federal Income Tax Return. She maintains

three savings bank accounts in Santa Rosa and in

the petitioner's branch, her saving-s account, which

was opened October 6, 1938, has a present balance,

March 5, 1940, of $3,702.78. Tliere have been nowitli-

drawals from said account and almost without ex-
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ception there are monthly deposits of the $250.00

received from the Trustee mider the terms of her

brother, Elisha C. Mayo's Will.

The amiiial income from the trust of the residu-

ary estate of Elisha C. Mayo has exceeded $5,000.00

for each of the years following his death. All pay-

ments to Rebecca S. Mayo under the trust or exec-

utorship have been paid from income and the ac-

counts settled by the Superior Court so show. No
payments have been, nor are contemplated being

made from the corpus of the trust as provided in

decedent's Will: " ... in case she (Rebecca S.

Mayo) should, by reason of accident, illness or

other unusual circumstances so require, ..." In-

deed, no unusual payment has been made from

surplus income, which under the terms of the Will

is first called, except $58.83 in December 1938 in

purchase of a Talking Book Machine produced

by the American Foundation for the Blind, Inc.

Petitioner's Return Form 706, computed the

value of the remainder interest to admitted exempt

organizations to be $93,776.70. This figure resulted

after first deducting from the gross estate: Admin-

istration expenses $5,323.22; Specific Bequests

(cash legacies) $3,699.45; Value of Rebecca S.

Mayo's annuity $11,811.53, computed according to

tlie applicable Regu- [6] lations; and California

State Inheritance Taxes $4,000.00. The respond-

ent did not except to this computation by peti-

tioner, but disallowed the entire amount. No tax

will result in this i)roceeding, even taking the re-

spondent's figures, as set forth in Exhibit "A",
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unless the redetermination of this Board finds the

deduction for charital)le vested remaiuer interests

to be less than $74,081.63. Said latter figure like-

wise excludes the value of Rebecca S. Mayo's annu-

ity as computed above.

6. Wherefore, the petitioner prays that this

Board may hear the proceedings and determine that

there is no deficiency due from petitioner for Fed-

eral Estate taxes, in the Estate of Elisha Cobb

Mayo, deceased.

EDWARD HALE JULIEN
Counsel for Petitioner

(Duly Verified.) [7]

EXHIBIT "A"

Treasury Department

Internal Revenue Service

San Francisco, Calif.

Feb. 29, 1940.

Office of

Internal Revenue Agent in Charge

433 Federal Office Bldg.

San Francisco Division

MT-ET-84-32-lst California

Estate of Elisha Cobb Mayo

Bank of America, N.T. & S.A., Executor

Santa Rosa, California

Gentlemen

:

You are advised that the determination of the

estate tax liability of the above-named estate, dis-
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closes a deficiency of $5,971.61, as shown in the

statement attached.

In accordance with the provisions of existing

internal revenue laws, notice is hereby given of the

deficiency mentioned.

Within ninety days (not counting Sunday or a

legal holiday in the District of Columbia as the

ninetieth day) from the date of the mailing of this

letter, you may file a petition with the United

State Board of Tax Appeals for a redetermination

of the deficiency.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to Internal Revenue Agent in Charge, 433 Fed-

eral Office Building, San Francisco, California for

the attention of Chief Estate Tax Officer. The

signing and filing of this form will expedite the

closing of your return by permitting an early as-

sessment of the deficiency and will prevent the ac-

cumulation of interest, since the interest period

terminates thirty days after filing the form, or on

the date assessment is made, whichever is earlier.

Respectfully,

GUY T. HELVERING,
Commissioner.

By N. M. HARLESS
Internal Revenue Agent in

Charge

JR ;emr

Enclosures

:

Statement

FoiTti of Waiver [8]
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STATEMENT

In making- this determination of the estate tax

liability of the above-named estate, careful consid-

eration has been given to your protest dated Octo-

ber 26, 1939 and to the statements made at the

conference held January- 17, 1940.

The deficiency results from the following adjust-

ments :

GROSS ESTATE

Stocks and Bonds Returned Determined

Item 3 5,520.00 5,700.00

Item 12 45.00 90.00

Item 19 140.00 147.60

Item 20 12,425.00 12,780.00

The adjustments with respect to the above items

are based on the mean between the high and low

sales prices on the New York and San Francisco

Stock Exchanges.

Mortgages, Notes and Cash

Item 1 149.32 185.30

Item 2 30.00 72.71

Item 3 29.80 61.10

The above adjustments are due to interest ac-

crued during the optional period.

DEDUCTIONS

Miscellaneous Administration Expenses Returned Determined

Item 1 250.00 153.64

The amount actually s])('nt is allowed.

Charitable, Public and Similor Gifts ond Bequests

Item 1 93,776.70 0.00

The bequests to charity are disallowed as dcduc-
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tions because it appears from the decedent's will

that the trustee was given the power thereunder

to divert the trust funds to non-charitable purposes.

See Article 47, Regulations 80.

In view of the foregoing, the Federal estate tax

liability of this estate is finally determined as fol-

lows: [9]

Determined

Gross estate $119,308.49

Deductions (1926 Act) 105,226.86

Net estate (1926 Act) 14,081.63

Gross estate 119,308.49

Deductions (1932 Act) 45,226.86

Net estate (1932 Act) 74,081.63

Gross tax (1926 Act) 140.82

Credit for gift tax 0.00

Gross tax less gift tax credit 140.82

Credit for estate or inheritance tax 0.00

Net tax (1926 Act) 140.82

Total gross taxes (1926 and 1932

Acts) 5,971.43

Gross tax (1926 Act) 140.82

Gross additional tax 5,380.61

Credit for gift tax 0.00

Net additional tax 5,380.61

Total net tax 5,971.43

Amount shown on return 0.00

Deficiency 5,971 .61
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The deficiency bears interest at the rate of six

per cent per annum from fifteen months after

decedent's death to the date of assessment, or to

the thirtieth day after the filing of a waiver of the

restrictions on tlie assessment, whichever is the

earlier.

Upon receipt of a waiver or upon the expira-

tion of ninety days from the date of this letter if

a petition is not filed with the Board of Tax Ap-

peals, $5,858.77 of the deficiency will be assessed.

As the balance of the deficiency may be eliminated

by credit for State or Territorial estate, inherit-

ance, legacy or succession taxes, opportunity will be

accorded for the submission of the evidence re-

quired by Article 9 of Estate Tax Regulations 80.

If, after a resonable time the evidence is not filed,

the balance of the deficiency will be assessed. Please

advise when the submission of the evidence may be

expected.

For Exhibit "B" See Exhibit "A" To Stip.

Facts - Page 36.

[Endorsed]: U.S.B.T.A. Filed May 6, 1940. [10]

[Title of Board and Cause.]

ANSWER

Comes now the Commissioner of Internal Rev-

enue, respondent above named, ))y his attorney, J.

P. Wenchel, Chief Counsel, Bureau of Internal
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Revenue, and for answer to the petition filed by the

above-named petitioner, admits and denies as fol-

lows:

1. Admits the allegations contained in para-

graph 1 of the petition.

2. Admits the allegations contained in para-

graph 2 of the petition.

3. Admits the allegations contained in para-

graph 3 of the petition.

4. (a) and (b) Denies that the determination

of taxes set forth in the said notice of deficiency

is based upon errors as alleged in paragraph 4 of

the iDetition and subparagrai3hs thereunder. [11]

5. (a) Denies the allegations contained in sub-

paragraph (a) of paragraph 5 of the petition.

(b) Admits that Elisha Cobb Mayo died Au-

gust 26, 1937, a resident of Santa Rosa, California,

and that he left a Will; for lack of information,

and for other reasons, denies all other allegations

contained in subparagraph (b) of paragraph 5 of

the petition.

6. Denies generally and specifically each and

every material allegations contained in the petition

herein, not hereinbefore specifically admitted, quali-

fied, or denied.

Wherefore, it is prayed that the Commissioner's

determination be approved and that the petitioner's

appeal be denied.

(Signed) J. P. WENCHEL
T. M. M.

Chief Counsel, Bureau of In-

ternal Revenue.
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Of Counsel:

Alva C. Baird,

T. M. Mather,

Arthur L. Murray,

Special Attorneys,

Bureau of Internal Revenue.

ALM/vg 6-10-40

[Endorsed] : U.S.B.T.A. Filed Jun. 17, 1940. [12]

Edward Hale Julien, Esq., for the petitioner.

Arthur L. Murray, Esq., for the respondent.

[Title of Board and Cause.]

MEMORANDUM FINDINGS OF FACT AND
OPINION

The Conunisioner has determined a deficiency in

Federal estate taxes in the amount of $5,971.61 due

from this petitioner. From the Commissioner's de-

termination the taxpayer has appealed and insti-

tuted this proceeding.

The sole issue involved for our determination is

whether bequests of certain specific remainder in-

terests to charitable institutions imder a testamen-

tary trust are deductible in determining the net

taxable estate of the settlor for estate tax pur-

poses where decedent's sister has a prior [13] inter-

est under the trust of $250 per month for life and

the trustee may pay to her such further sums as it
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deems reasonable and necessary in the event of ac-

cident, illness or other unusual circumstances.

FINDINGS OF FACT

The estate of Elisha Cobb Mayo, the Bank of

America National Trust and Savings Association,

Executor, is a decedent's estate with its address

at Santa Rosa, California. It filed an estate tax

return on behalf of the decedent's estate with the

collector of internal revenue for the first division

of California.

Elisha Cobb Mayo died testate on August 26,

1937. His will, subscribed to in Sonoma County,

California, on April 3, 1937, contained, inter alia,

the following provisions:

Second: I hereby declare that my only near

of kin is my sister Rebecca S. Mayo and her

welfare is uppermost in my mind, and I re-

quest my Trustee hereinafter named to give

her every care, advice and assistance possible.***** *

Fourth: I give, devise and bequeath to my
sister Rebecca S. Mayo my house and lot * * *

together with all household goods and personal

property in said home contained.

Then follow certain specific bequests totaling

$3,500 to various individuals and one for the per-

petual care and upkeep of a cemetery plot, after

which appears the provision about which this con-

troversy centers.

Sixth: I hereby give, devise and bequeath

all the rest, residue and remainder of my es-



16 Commr. of Int. Rev. vs.

tate of whatsoever kind or character and

wheresoever situated, to the Bank of America

National Trust and Savings Association, a Na-

tional Banking Association, (Santa Rosa

Branch), to be held in trust for the following-

uses and purposes in relation to the same.***** 4r ri4"l

From the said trust property my aforesaid

trustee shall pay the sum of Two Hundred

Fifty ($250.00) dollars per month to my sister

Rebecca S. Mayo, said pajnnents to run from

the date of my death, and in case she should,

by reason of accident, illness, or other unusual

circumstances so require, such additional sum

or sums as in the judgment of said trustee

may be necessary and reasonable under the

existing conditions.

Upon the death of my said sister the said

trustee shall liquidate my entire estate and

from the proceeds shall pay to the beneficiary

hereinafter named the amounts hereinafter

mentioned, to-wit:

Here are specified bequests of $2,000 to each of

the following (a) Millers River Hospital, (b) So-

noma County Tuberculosis Association, (c) Chil-

dren's Home Society of 3595 66th Avenue, Oak-

land, California, (e) Sonoma County Social Serv-

ice Department; also, bequests of $1,000 to each

of the following: (d) the Blind Department of

the California State Library at Sacramento, Cali-

fornia, to be used for the purchase of books for the
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blind, (f) the Santa Rosa Cliapter of the Ameri-

can National Red Cross Society, and (g) the Santa

Rosa Salvation Army. In addition there are pro-

vided specific bequests of $500 to each of the follow-

ing: (h) the Santa Rosa Humane Society, (i) the

Santa Rosa District of the Boy Scouts of America,

and (j) the Santa Rosa Camp Fire Girls. An ad-

ditional bequest of $20,000 is provided for the

County of Sonoma to be used for the furnishing

of rooms and accommodations at the Sonoma

County Hosj^ital for worthy and deserving indigent

persons. It is provided that the residue of the

trust estate is to go to the American National Red

Cross Society.

The value of the gross estate of Elisha Cobb

Mayo, deceased, com- [15] puted in accordance with

the provisions of section 302 (j) of the Revenue

Act of 1926, as amended by section 202 of the

Revenue Act of 1935, was $114,853.37.

The undisputed deductions from gross estate,

allowable under the applicable internal revenue

Acts, exclusive of specific exemption, amount to

$5,226.85.

On the Federal estate tax return filed for the

Estate of Elisha Cobb Mayo, deceased, a deduc-

tion of $93,776.70 was claimed under the heading

of "Charitable, public and similar gifts and be-

quests," which deduction was totally disallowed by

the respondent.

It is agreed between the parties that all the or-

ganizations listed in paragraph Sixth of decedent's
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will are of a charitable or public nature within the

scope of the Federal internal revenue laws. It is

also agreed between the parties that none of the

bequests to these organizations (except as to the

$1,000 to the California State Library, the $2,000

to the Sonoma County Social Service Department

and the $20,000 to the County of Sonoma for rooms

and accommodations for worthy poor persons), is of

the type contemplated by section 42 of the Cali-

fornia Probate Code as it was worded at the time

of decedent's death.

The last will and testament of the decedent was

admitted to probate on September 10, 1937, by the

Superior Court of California, in and for the County

of Sonoma. On February 3, 1938, Rebecca S.

Mayo, sister of the decedent, and his only heir at

law, executed a waiver with respect to the rights

provided for and granted to her, in, by or under

section 41 of [16] the California Probate Code. On
April 15, 1938, the court made a decree of settle-

ment of the first account and report and order of

partial distribution. This decree has never been

contested. On October 7, 1938, the court entered

a decree settling the final account and for distribu-

tion, which decree has never been contested.

Rebecca S. Mayo, decedent's sister, was in her

seventy-ninth year at the time of decedent's death.

Her eyesight was then greatly impaired. In Octo-

ber 1935 an operation was performed on both her

eyes for glaucoma, and in May 1936 an operation

was performed on her right eye for a cataract. An I
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examination of her eyes made in August 1938

showed ''Left eye—Hand motion three inches.

Right eye approximately eighteen per cent vision."

At the time of decedent's death Rebecca S.

Mayo owned the following property: (1) the home

in which she lived, valued at $3,500; (2) stocks

and bonds valued at approximately $16,000; and

(3) savings bank accounts with deposits totaling

$7,465.13. The income from these assets during

1937 was ai3proximately $900. Her living expenses

during 1937 for housekeeper, taxes, food, clothing

and miscellaneous purposes were approximately

$1,450.

The foregoing facts have all been stipulated by

the parties and, in addition to those facts, the Board

has made the following findings from evidence in-

troduced at the hearing.

Since decedent's death the monthly payments of

$250 to Rebecca Mayo have at all times been paid

out of income of the trust corpus. The gross [17]

income from the trust corpus (composed of stocks,

bonds and a small amount of cash), for the year

1937 was $6,338.32 and, after deducting the differ-

ence between gains and losses on security sales,

there was a net income of $4,814.67. The net in-

come of the trust corpus in 1938 was $5,298.79 after

deduction of state and Federal income taxes and

losses on securities sold. In 1939 the net income

was $3,995.77 after deduction of income taxes, ad-

ministration expenses and losses on securities sold.

In 1940 the net income was $4,872.51, after the

usual deductions.
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The accounts which the trustee filed annually with

the court distinguished income and principal and

always indicated Rebecca Mayo's $3,000 annual

allowance as a charge against the income account.

Rebecca Mayo deposited in her savings account

for accumulation the greater part of the $250

monthly pa^niients made to her from the trust. Her

activities at the time of her brother's death and

thereafter were greatly restricted due to the con-

dition of her eyesight and her advanced age.

OPINION

Kern

:

Since the briefs were filed by the parties in this

case, the Board has decided the case of Estate of

Ozro Miller Field, 45 B.T.A. (promulgated

October 7, 1941), where, on somewhat comparable

facts, a decision was rendered in favor of the tax-

payer. If there is any material difference between

the ultimate material facts in that case and the

present proceedings it would seem to be in the pres-

ent petitioner's favor. Our decision in the cited

case is controlling here.

Respondent has urged that the present case is

com]iarable to Gammons et al v Hasset, 121 Fed.

(2d) 229, wlioro the Circuit Court of Appeals, [18]

First Circuit, disallowed a deduction for chari-

table gifts. Although this case was not specifically

mentioned in our decision in the Field case, supra,

cci-taiii language in onr decision of that case dis-

poses of respondents contention. We said at ]>age
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— : ''Cases where the beneficiary was not restricted

in any way and cases where annuities for after-

born children might consume the corpus are not in

point.
'

'

In the instant case, as in the Field case, supra,

it was the trustee not the beneficiary, who had

the right under certain circumstances, to invade

the corpus to provide more income for the life

beneficiary. In the instant proceedings the trus-

tee is strictly limited to a situation where "by rea-

son of accident, illness, or other unusual circum-

stances" the life beneficiary should "require" sums

in addition to the pa5rment of $250 per month. The

income from the trust corpus could reasonably be

expected to provide sufficient cash for the $250

monthly payments to decedent's sister. During the

years of the trust's existence the income thereof

has been considerably in excess of the amounts

necessary to make these payments. And, since de-

cedent's sister has to date saved the greater pait

of her annuity payments, it seems highly improb-

able that "accident, illness or other unusual cir-

cumstances" would necessitate the trustee delving

into corpus or even surplus income.

Respondent, in this connection, however, con-

tends that only a portion of the charitable be-

quests should, in any event, be deductible, that

is, [19] not to exceed one-third of the net estate

plus the value of the bequests to the California

State Library and the Sonoma County Social Serv-

ice Department. This argiiment is not based upon
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the nature of the bequests but upon the premise

that the testator was precluded by certain Cali-

fornia statutes from making devises to the other

charities or in trust for those other charities in

an amount which would call for the payment for

that purpose of more than one-third of his net

estate, citing sections 41 and 42 of the California

Probate Code.^ Respondent, however, does not

1 Section 41. Restriction on Devises for Char-
itable Uses. No estate, real or personal, may be be-

queathed or devised to any charitable or benevolent

society or corporation, or to any ])erson or persons
in trust for charitable uses, unless done by will duly
executed at least thirty days before the death of the

testator. If so made at least 30 days before death,

such devises and legacies shall be valid, but they

may not collectively exceed one-third of the estate

of a testator who leaves legal heirs, and if they do,

a pro rata deduction from such devises and legacies

shall be made so as to reduce the aggregate thereof

to one-third of the estate. All dispositions of proj:)-

erty made contrary hereto shall be void, and go to

the residuary legatees or devisees or heirs, accord-
ing to law.

Section 42. Exemption of certain donees from
restrictions^ Bequests and devises to or for the use
of or benefit of the State, or any municipality,

county or political subdivision within the State, or
any institution belonging to the State, or belonging
to any municipality, county or political subdivision

within the State, or to any educational institution

which is exempt from taxation under section la of
Article XITT or section 10 of Article TX of the con-

stitution of this State and statutes enacted there-

under, or for the use or benefit of any such educa-
tional institution, or to any cor])oration organized
under tlie j)r<)visions of section 60() of the Civil

Code or made by a testator leaving no s])Ouse,
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urge that provisions in a testamentary trust, which

seek to distribute more than one-third [20] of the

estate to charities are void. He argues that they are

voidable, and contends that those portions which are

voidable due to the terms of section 41 of the Cali-

fornia Probate Code, supra, do not constitute al-

lowable deductions. Petitioner admits that certain

of the provisions may have been voidable but con-

tends that they were not void. Inasmuch, there-

fore, as both i^arties agree that they were voidable,

we will conduct no search into the question of

whether, under the decisions of the California

courts, they may have been void.

Respondent's reliance on our decision in Estate

of Valentine Janson, 3 B.T.A. 296, is futile since

that case dealt with a statute which, at the hearing,

was admitted by counsel for the taxpayer to have

been interpreted by the State courts as declaring

void (not voidable) the charitable bequests there

invoh'ed. A better analogy of our present situa-

tion was considered in Commissioner of Internal

Revenue v. First National Bank of Atlanta et al,

102 Fed (2d) 129, wherein the Circuit Court of

Appeals, Fifth Circuit, upheld the Board's deci-

sion set forth in 36 B.T.A. 491. In the latter case

a resident of Georgia died leaving a will executed

brother, sister, nephew, niece, descendant or ances-

tor surviving by whom the property so bequeathed
or devised would have been taken if said jjroperty

had not been so bequeathed or devised, are excei:)ted

from the restrictions of this Article.
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89 days before his death in which he provided for

certain charitable bequests. By instrument dated

a week after his death his widow and only suryiy-

ing child renounced all rights they might have

under the Georgia statutes to contest these be-

quests. There was at the time in effect a Georgia

statute [21] declaring that where a testator left sur-

viving him a wife or child he could not devise any of

his estate to charities unless the will was executed

at least 90 days prior to his death, "or such de-

vise shall be void."

Where persons are entitled by a State statute to

assert claims in avoidance of certain provisions of

a will, but fail and refuse so to do, the statute can

not subsequent to the state court's decree be in-

voked by third persons, (here the Commissioner

of Internal Revenue), for the purpose of avoid-

ing the provisions already decreed by the state

court to be valid and operative.

If read according to its terms, the bequests

are definite, certain, unequivocal and final from

the standpoint of the testator's desire and will,

and unobjected to, they stand as valid as

against those having right to contest or object

to them, thej^ stand also as valid and definite

for the purposes of taxation. * * *

We are in agreement with these views. * * *

[Commissioner of Internal Revenue v. First

National Bank of Atlanta et al, 102 Fed. (2d)

129.]

Since these charitable bequests were not dial-
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lenged. by petitioner's sister, and have been held

valid by a court of competent jurisdiction, v^e hold

that they are deductible from decedent's gross

estate.

Enter

:

Decision will be entered under Rule 50.

Entered Nov. 17, 1941. [22]

United States Board of Tax Appeals

Washington

Docket No. 102469

BANK OF AMERICA NATIONAL TRUST
AND SAVINGS ASSOCIATION, as Execu-

tor of the Last Will and Testament of Elisha

Cobb Mayo, deceased,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the memorandum findings of fact

and opinion of the Board entered November 17,

1941, the respondent herein on December 10, 1941

having filed a recomputation of tax and the peti-

tioner on December 27, 1941 having filed an agree-

ment to such recomputation, now, therefore, it is

Ordered and Decided: That there is no defi-
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ciency in estate tax due from, or overpayment due

to, this petitioner.

(Signed) JOHN W. KERN,
Member.

Enter

:

Entered Dec. 30, 1941. [23]

[Title of Circuit Court of Appeals and Cause.]

PETITION FOR REVIEW

Guy T. Helvering, United States Commissioner

of Internal Revenue, holding office by ^drtue of the

laws of the United States, hereby petitions the

United States Circuit Court of Appeals for the

Ninth Circuit to review the decision entered by

the United States Board of Tax Appeals on De-

cember 30, 1941 that there is no deficiency in estate

tax due from the Estate of Elisha Cobb Mayo, de-

ceased (date of death August 26, 1937). This pe-

tition for review is filed pursuant to the provisions

of Sections 1141 and 1142 of the Internal Revenue

Code.

The Bank of America National Trust and Sav-

ings Association at Santa Rosa, California, is the

duly appointed, qualified and acting executor of the

will of the decedent. The Estate Tax Return made

on behalf of the decedent's estate, was filed with the

Collector of Internal Revenue for the First Dis-

trict of California, whose office is located at San

Francisco, California, which is within the juris-

diction of the United States Circuit Court of Ap-

peals for the Ninth Circuit. [24]
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NATURE OF CONTROVERSY

The decedent, under the provisions of his will,

placed his residuary estate in trust. The income

from the corpus to the extent of $250.00 a month,

was directed to be paid to the decedent's sister for

life, with remainder to charitable organizations.

The trustee of the trust estate was authorized to in-

vade the principal of the trust for the benefit of

the decedent's sister in the event of accident, ill-

ness or other unusual circumstances so required.

In the Estate Tax Return made on behalf of the

decedent's estate, the executor claimed a deduction

from the gross estate in the amount of the value

of the remainder interest in the corpus of the trust

as a bequest to charitable organizations. In de-

termining the deficiency in the estate tax, the Com-

missioner disallowed the claimed deduction because

the right to invade the trust corpus made it impos-

sible to determine the amount of the value of the

trust corpus, if any, that would eventually pass to

charity.

The Memorandum Findings of Fact and Opinion

of the Board of Tax Appeals was entered Novem-

ber 17, 1941, in which the Board erroneously held

that the estate was entitled to the claimed deduc-

tion above referred to; and the final order of rede-

termination of the deficiency was entered Decem-

ber 30, 1941 in w^ich the Board erroneously or-

dered that there was no deficiencv in the estate tax.
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ASSIGNMENTS OF ERROR

The Commissioner of Internal Revenue, being ag-

grieved by the conclusions of law contained in the

decision of the Board of Tax Appeals and [25]

b}^ its order of redetermination of the deficiency

in estate tax, desires to obtain a review thereof

by the United States Circuit Court of Appeals

for the Ninth Circuit.

The Commissioner's assignments of error are as

follows

:

1. The Board of Tax AjDpeals erred in holding

and deciding that the estate is entitled to a deduc-

tion from the decedent's gross estate of the amount

of the value of the remainder interest in the residu-

ary trust estate created under the decedent's will,

as a bequest to charitable organizations.

2. The Board of Tax Appeals erred in not hold-

ing and deciding that the estate is not entitled to a

deduction from the decedent's gross estate of the

amount of the value of the remainder interest in

the residuary trust estate created under the dece-

dent's will, as a bequest to charitable organizations.

3. The Board of Tax Appeals erred in enter-

ing its order of redetermination that there is no

deticienc)^ in estate tax due from or overpayment

due. to the petitioner.

4. The Board of Tax Appeals erred in failing

and refusing to enter its order of redetermination

that there is a dehcicncv in estate tax due from
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the estate of the decedent in the amount asserted

by the Commissioner.

(Sgd.) SAMUEL O. CLARK, JR.,

Assistant Attorney General.

(Sgd.) J. P. WENCHEL,
R.L.W.

Chief Counsel, Bureau of In-

ternal Revenue,

Attorneys for Petitioner on

Review.

RFS-spt 3-14-42

[Endorsed] : U.S.B.T.A. Filed Mar. 14, 1942. [26]

[Title of Circuit Court of Appeals and Cause.]

NOTICE OF FILING PETITION FOR
REVIEW

To: Bank of America National Trust and Savings

Association, Executor, of the Last Will and

Testament of Elisha Cobb Mayo, dec'd., Santa

Rosa, California.

You are hereby notified that the Commissioner of

Internal Revenue did, on the 14th day of March,

1942, file with the Clerk of the United States Board

of Tax Appeals, at Washington, D. C, a petition

for review by the United States Circuit Court of

Appeals for the Ninth Circuit, of the decision of the

Board heretofore rendered in the above-entitled

case. A copy of the jjetition for review and the as-

signments of error as filed is hereto attached and

served upon you.
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Dated this 14th day of March, 1942.

(Signed) J. P. WENOHEL,
R.L.W.

Chief Counsel, Bureau of In-

ternal Revenue.

Personal service of the above and foregoing no-

tice, together with a copy of the petition for review

and assignments of errors mentioned therein, is

hereby acknowledged this 19th day of March, 1942.

(Signed) JAS. T. MEILIKE
Respondent on Review,

Trust Officer, Bank of

America N. T. & S. A.

Spt 3-14-42

[Endorsed] : U.S.B.T.A. Filed Mar. 25, 1942. [27]

[Title of Circuit Court of Appeals and Cause.]

NOTICE OF FILING PETITION FOR
REVIEW

To: Edward Hale Julien, Esq., Mills Building,

San Francisco, California.

You are here])y notified that the Commissioner of

Internal Revenue did, on the 14th day of March,

1942, file with the Clerk of the United States Board

of Tax Appeals, at Washington, D. C, a petition

for review by the United States Circuit C'curt of

Appeals for the Ninth Circuit, of the decision of the

Board heretofore rendered in the aliove-entitled

case. A copy of the i)etition for review and the
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assignments of error as filed is hereto attached and

served upon you.

Dated this 14th day of March, 1912.

(Signed) J. P. WENCHEL
R.L.W.

Chief Counsel, Bureau of In-

ternal Revenue.

Personal service of the above and foregoing no-

tice, together with a copy of the petition for review

and assignments of errors mentioned therein, is

hereby acknowledged this 20th day of March, 1942.

(Signed) EDWARD HALE JULIEN
Attorney for Respondent on

Review.

Spt 3-4-42

[Endorsed] : U.S.B.T.A. Filed Mar. 25, 1942. [28]

[Title of Circuit Court of Appeals and Cause.]

STATEMENT OF POINTS

Now Comes Guy T. Helvering, Commissioner of

Internal Revenue, the petitioner on review herein,

by and through his attorneys, Samuel O. Clark, Jr.,

Assistant Attorney General, and J. P. Wenchel,

Chief Counsel, Bureal of Internal Revenue, and

hereby asserts the following errors on which he in-

tends to rely

:

1. The Board of Tax Appeals erred in holding

and deciding that the estate is entitled to a deduc-

tion from the decedent's gross estate of the amount

of the value of the remainder interest in the residu-
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ary trust estate created imder the decedent's will,

as a bequest to charitable organizations.

2. Tlie Board of Tax Appeals erred in not hold-

ing and deciding that the estate is not entitled to a

deduction from the decedent's gross estate of the

amount of the value of the remainder interest in the

residuary trust estate created under the decedent's

will, as a bequest to charitable organizations.

3. The Board of Tax Appeals erred in entering

its order of redetermination that there is no defi-

ciency in estate tax due from or overpayment [29]

due to the petitioner.

4. The Board of Tax Appeals erred in failing

and refusing to enter its order of redetermination

that there is a deficiency in estate tax due from the

estate of the decedent in the amount asserted by the

Commissioner.

(Signed) SAMUEL O. CLARK, JR.

Assistant Attorney General.

(Signed) J. P. WENCHEL
R. L. W.

Chief Counsel, Bureau of In

ternal Revenue.

Service of a copy of the within Statement of

Points is hereby admitted this 20th day of July,

1942.

EDWARD HALE JULIEN,
Mills Building,

San Francisco, California,

Attorney for Respondent on

Review.

Spt 7-13-42

[Endorsed]: U.S.B.T.A. Filed July 28, 1942. [30]
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United States Board of Tax Appeals

Docket No. 102469

BANK OF AMERICA NATIONAL TRUST AND
SAVINGS ASSOCIATION, as Executor of

the Last Will and Testament of Elisha Cobb

Mayo, Deceased,

Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

STIPULATION OF FACTS
It is hereby stipulated and agreed by and between

the parties hereto, through their respective counsel,

that the facts as hereinafter stated shall be taken as

true and that either party may prove such additional

facts as may be relevant and material and not in-

consistent with those hereby stipulated.

I. Estate of Elisha Cobb Mayo, The Bank of

America National Trust and Savings Association,

Executor, is a decedent's estate with its address at

Santa Rosa, California.

II. Elisha Cobb Mayo died testate on August 26,

1937. A full true and correct copy of the last will

and testament of Elisha Cobb Mayo, deceased, is

attached hereto and made a part hereof and marked

Exhibit "A". [31]

III. The value of the gross estate of Elisha Cobb

Mayo, deceased, computed in accordance with the

provisions of subdivision (j) of section 302 of the

Revenue Act of 1926, as amended by section 202 of

the Revenue Act of 1935, was $114,853.37.
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IV. The undisputed deductions from gross es-

tate, allowable under the applicable Internal Reve-

nue Acts, exclusive of specific exemption, amount to

$5,226.85.

V. On the Federal estate tax return filed for the

Estate of Elisha Cobb Mayo, deceased, a true and

correct copy of which will be introduced into evi-

dence, a deduction of $93,776.70 was claimed mider

the heading of "Charitable, Public, and Similar

Gifts and Bequests", which deduction was totally

disallowed by the respondent, as shown by the defi-

ciency notice, a correct copy of which is attached to

the petition.

VI. It is agreed that all the organizations listed

as Items (a) to (1), inclusive, of paragraph Sixth

of decedent's will, are of a charitable or public na-

ture, within the meaning of the applicable Federal

internal revenue laws. It is agreed that Items (a),

(b), (c), (f), (g), (h), (i), (j) and (1), of para-

graph Sixth of decedent's will, do not involve be-

quests of the type contemplated by section 42 of

the California Probate Code as it was worded at the

time of decedent's death.

VII. The last will and testament of Elisha Cobb

Mayo was admitted to probate on September 10,

1937, by the Superior Court of California, in and

for the County of Sonoma. On February 3, 1938,

Rebecca S. Mayo, sister of the decedent and his

only heir-at-law, [32] executed a waiver with re-

spect to the rights provided for and granted to her,

in, by or under Section 41 of the California Probate

Code, a copy of which waiver is attached hereto and

made a part hereof and marked Exhibit "B".
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VIII. On April 15, 1938, the said Court made a

Decree of Settlement of First Account and Report

and Order of Partial Distribution, a correct copy

of which is attached hereto and made a part hereof

and marked Exhibit "C". Said decree has never

been contested.

IX. On October 7, 1938, the said Court entered

a Decree Settling Second and Final Account and

For Distribution, a correct copy of which is at-

tached hereto and made a part hereof and marked

Exhibit "D". The said decree has never been con-

tested.

X. Rebecca S. Mayo, sister of the decedent, was

born on October 5, 1858, and her nearest birthday

at the time of decedent's death was her seventy-

ninth.

XI. At the time of decedent's death the eyesight

of his sister, Rebecca S. Mayo, was greatly impaired.

During October, 1935, an operation was performed

on both her eyes for glaucoma. During May, 1936,

a second operation was performed on her right eye

for cataract. An examination of her eyes made
during August of 1938 showed "Left eye—Hand
motion 3 inches." "Right eye approximately 18 per

cent vision."

XII. At the time of decedent's death his sister,

Rebecca S. Mayo, owned the following property, (1)

the home in which she lived, valued at $3500.00; (2)

stocks and bonds, valued at approximately $16,-

000.00; and (3) savings bank accounts with deposits

of $7465.13. [33] The income from said stocks,



36 Commr. of Int. Rev. vs.

bonds and savings accounts, during 1937, was ap-

proximately $900.00. Rebecca S. Mayo's living ex-

penses during 1937 for housekeeper, taxes, food,

clothing and miscellaneous were aj)proximately

$1450.00.

EDWARD HALE JULIEN
Counsel for Petitioner.

J. P. WENCHEL
Chief Counsel, Bureau of In-

ternal Revenue, Counsel for

Respondent. [31:]

EXHIBIT "A"

Last Will and Testament of Elisha C. Mayo

I, Elisha C. Mayo, of the City of Santa Rosa,

County of Sonoma, State of California, being of

sound and disposing mind and memory and not act-

ing under duress, menace, fraud, or the undue in-

fluence of any person whomsoever, do make, i3ul)lish,

and declare this to be my last W^ill and Testament

in manner following, that is to say:

First: I hereby direct my executor hereinafter

named to pay all my just debts and funeral expenses

as soon after my death as can be lawfully and con-

veniently done.

Second: I hereby declare tliat my only near of

kin is my sister Re})ecca S. Mayo and her welfare is

u])])ermost in my mind, and I request my Trustee

hereinafter named to give hei' every care, advice

and assistance })0ssibl('.

Third: I hereby further declare that there may
be living descendants of my father's brothers and

sisters and of coushis of my mother, but I know
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little of them, do not know how many of them there

are, and have never seen the most of them, and I

therefore make no bequests or provisions for them,

but in the event that any such relative should estab-

lish his right to share in my estate, I do hereby be-

queath to such relative or relatives the sum of ONE
($1.00) Dollar each, and no more.

Fourth : I give, devise and bequeath to my sister,

Rebecca S. Mayo my house and lot at number 20

Davis Street, in the City of Santa Rosa, State of

California, together with all household goods and

personal property in said home contained.

Fifth : I give and bequeath the following amounts

to the beneficiaries hereinafter named, viz:

(a) The sum of $500.00 to the Shilo Cemetery

District, near Windsor, California, for the perpet-

ual care and upkeep of Lot 46X.

(b) The sum of $500.00 to Mrs. Eliza M. Rob-

bins, of Windsor, California.

(c) The sum of $500.00 to Mrs. Amy Hughes

Gordon, of 622 Charles Street, Santa Rosa, Califor-

nia;

(d) The sum of $500.00 to Mr. and Mrs. Oscar

A. Smythe, or to the survivor of them, of 25 Davis

Street, Santa Rosa, California. [35]

(e) The sum of $500.00 to Mrs. C. C. Cragin, of

999 Sonoma Avenue, Santa Rosa, California;

(f) The sum of $500.00 to Mrs. Edith Frutiger,

of Route 2, Box 29, Petaluma, California.

(g) The sum of $500.00 to Miss Lorae A. Jones,

of Potter Valley, Mendocino County, California.

It is my desire that there be paid out of my es-
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tate any inheritance tax which may be chargeable

against the bequests given to the individuals here-

inabove named, exclusive of Shilo Cemetery Dis-

trict, so that each of them may receive the full sum

of $500.00 free from any taxes or deductions, to be

paid as soon after my death as possible.

Sixth : I hereby give, devise and bequeath all the

rest, residue and remainder of my estate of whatso-

ever kind or character and wheresoever situated, to

the Bank of America National Trust and Savings

Association, a National Banking Institution, (Santa

Rosa Branch), to be held in trust for the following

uses and purposes in relation to the same.

Said Tl'ustee is hereby vested with full power and

authority in its discretion to retain said property

in the same form as it is received by it and is au-

thorized to hold, mortgage, invest and reinvest the

trust property in such manner and in such char-

acter of property as it may deem advisable; to bor-

row money for the benefit of the trust, to sell or to

encumber the trust property, or any part thereof,

by pledge, mortgage. Deed of Trust, or otherwise,

and to improve, repair or exchange the trust prop-

erty in such manner and upon such terms and con-

ditions as the trustee may deem advisable. The

trustee may participate in reorganization, consoli-

dations, mergers, liquidations or foreclosures and

shall ])ay out of the trust property, or gross income,

all taxes, assessments, premiums, costs, charges, fees

and expenses of every character incui'red or ex-

pended in the care, collection, administration, pro-

tection, sale or distribution of the property, or in

connection therewith. The jDowers of the trustee
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herein conferred shall be cumulative and in addition

to the powers conferred upon and granted to it by

law.

From the said trust property my aforesaid trustee

shall pay the sum of Two Hundred Fifty ($250.00)

dollars per month to my sister Rebecca S. Mayo,

said payments to run from the date of my death, and

in case she should, by reason of accident, illness, or

other unusual circumstances so require, such addi-

tional sum or sums as in the judgment of said trus-

tee may be necessary and reasonable under the ex-

isting conditions.

Upon the death of my said sister the said trustee

shall liquidate my entire estate and from the pro-

ceeds shall pay to the beneficiary hereinafter named
the amounts hereinafter mentioned, to-wit:

(a) The sum of $2000.00 to Millers River Hos-

pital at Winchendon, Worcester County, State of

Massachusetts
; [36]

(b) The sum of $2000.00 to the Sonoma County

Tuberculosis Association

;

(c) The sum of $2000.00 to Children's Home So-

ciety of 3595 66th Avenue, Oakland, California

;

(d) The sum of $1000.00 to the Blind Depart-

ment of the California State Library at Sacramento,

California, to be used for the purchase of books for

the blind

;

(e) The sum of $2000.00 to the Sonoma County

Social Service Department.

(f) The sum of $1000.00 to the Santa Rosa

Chapter of the American National Red Cross So-

ciety.
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(g) The sum of $1000.00 to the Santa Rosa Sal-

vation Army.

(h) The sum of $500.00 to the Santa Rosa Hu-

mane Society.

(i) The sum of $500.00 to the Santa Rosa Dis-

trict of the Boy Scouts of America.

(j) The sum of $500.00 to the Santa Rosa Camp
Fire Girls.

(k) The sum of $20,000.00 to the County of So-

noma to be used for the furnishing of rooms and

accommodations at the Sonoma County Hospital for

worthy and deserving indigent persons.

(1) All the rest, residue and remainder of my
trust estate shall go to the American National Red

Cross Society.

Seventh: I recommend to the executor of this

will and the Trustee appointed hereunder, that it

employ H. W. A. Weske, Attorney-at-Law, of the

City of Santa Rosa, State of California, as its at-

torney in all matters requiring legal assistance here-

under.

Lastly: I hereby nominate and appoint Bank of

America National Trust and Savings Association,

a National Banking Association (Santa Rosa

Branch), the executor of this my last Will and Tes-

tament, and as trustee under this Will.

In Witness Whereof, I have hereunto set my
hand this 3rd day of April, 1937, at the City of

Santa Rosa, County of Sonoma, State of Califoi-nia.

ELISHA C. MAYO.

Tlie foregoing instrument, consisting of four

pages, besides this one, was, on the day it bears date,
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by the said Elisha C. Mayo signed, published as, and

declared to be his last will and testament, in the

presence of us, who, at his request, in his presence,

and in the presence of each other, have subscribed

our names as witnesses thereto.

H. W. A. WESKE
Residing at 721 Spring Street,

Santa Rosa, Calif.

DORIS J. OLSEN
Residing at 238 Carillo Street,

Santa Rosa, Calif.

[Endorsed] : U.S.B.T.A. Filed Jun. 16, 1941. [37]

In the United States Circuit Court of Appeals

for the Ninth Circuit

B.T.A. Docket No. 102469

GUY T. HELVERING, Commissioner of Internal

Revenue,

Petitioner on Review

V.

BANK OF AMERICA NATIONAL TRUST
AND SAVINGS ASSOCIATION, As Execu-

tor of the Last Will and Testament of Elisha

Cobb Mayo, deceased,

Respondent on Review

DESIGNATION FOR RECORD

To the Clerk of the United States Board of Tax

Appeals

:

You will please prepare, transmit and deliver to
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the Clerk of the United States Circuit Court of Ap-

peals for the Ninth Circuit, copies duly certified as

correct of the following documents and records in

the above-entitled cause in connection Avith the peti-

tion for review by the said Circuit Court of Appeals

for the Ninth Circuit, heretofore filed by the Com-

missioner of Internal Revenue:

1. Docket entries of the proceedings before the

Board

;

2. Pleadings before the Board:

(a) Petition, including annexed copy of defi-

ciency letter;

(b) Answer.

3. Memorandum findings of fact and opinion,

and decision of the Board;

4. Petition for review, together with proof of

service of notice of filing petition for review and of

service of a copy of petition for review;

5. Stipulation of Facts, including Exhibit "A",

but excluding Exhibits ''B", "C" and "D".

6. Statement of Points to be relied upon by pe-

tioner on I'eview. [38]

7. Orders enlarging time for the preparation of

the evidence and for the transmission and delivery

of the record. [Not included in record.]

8. This Designation for Record.

(Signed) J. P. WENCHEL
R. L. W.

Chief Counsel, Bureau of In-

ternal Revenue.

Service of a copy of the within Designation for
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Record is hereby admitted this 20tli day of July,

1942.

Agreed to:

EDWARD HALE JULIEN
Mills Building,

San Francisco, California,

Attorney for Respondent on

Review.

Spt 7-13-42

[Endorsed] : U.S.B.T.A. Filed July 28, 1942. [39]

United States Board of Tax Appeals

Washington

Docket No. 102469

COMMISSIONER OF INTERNAL REVENUE,
Petitioner,

V.

BANK OF AMERICA NATIONAL TRUST
AND SAVINGS ASSOCIATION, as Execu-

tor of the Last Will and Testament of Elisha

Cobb Mayo, Dec'd.,

Respondent.

CERTIFICATE OF CLERK TO TRANSCRIPT
OF RECORD

I, B. D. Gamble, clerk of the U. S. Board of Tax

Appeals, do hereby certify that the foregoing pages,

1 to 39, inclusive, contain and are a true copy of the

transcript of record, papers, and proceedings on
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file and of record in my office as called for by the

Praecipe in the appeal (or appeals) as above num-

bered and entitled.

In testimony whereof, I hereunto set my hand and

affix the seal of the United States Board of Tax

Appeals, at Washington, in the District of Colum-

bia, this 29th day of July, 1942.

[Seal] B. D. GAMBLE
Clerk,

United States Board of Tax Appeals.

[Endorsed]: No. 10213. United States Circuit

Court of Appeals for the Ninth Circuit. Coimnis-

sioner of Internal Revenue, Petitioner, vs. Bank of

America National Trust and Savings Association,

as Executor of the Last Will and Testament of

Elisha Cobb Mayo, deceased. Respondent. Tran-

script of the Record. Upon Petition to Review a

Decision of the United States Board of Tax Appeals.

Filed August 3, 1942.

PAUL P. O'BRIEN
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.
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In the United States Circuit Court of Appeals

For the Ninth Circuit.

C. C. A. 9th No. 10213

B. T. A. Docket No. 102469

GUY T. HELVERING, Commissioner of Internal

Revenue,

Petitioner on Review,

V.

BANK OF AMERICA NATIONAL TRUST AND
SAVINGS ASSOCIATION, As Executor of

the Last Will and Testament of Elisha Cobb

Mayo, deceased.

Respondent on Review.

DESIGNATION OF PARTS OF RECORD FOR
CONSIDERATION.

The petitioner, Guy T. Helvering, Commissioner

of Internal Revenue, hereby designates the entire

record, including the statement of points, for con-

sideration upon appeal and review of this case.

SAMUEL O. CLARK, JR.,

Assistant Attorney General.

Copy served on Edward Hale Julien, Esq., Mills

Building, San Francisco, California, Attorney for

respondent on review.

[Endorsed]: Filed Aug. 17, 1942, Paul P.

O'Brien, Clerk.
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In the United States Circuit Court of Appeals
for the Ninth Circuit

No. 10213

Commissioner of Internal Revenue, petitioner

V.

Bank of America National Trust and Savings Asso-

ciation, AS Executor of the Last Will and Testa-

ment OF Elisha Cobb Mayo, deceased, respondent

OA' PETITION FOR REVIEW OF THE DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE PETITIONER

OPINION BELOW

The only previous opinion in the present case is that

of the United States Board of Tax Appeals (R. 14-25)

which is a memorandum opinion and, therefore, not

officially reported.

JURISDICTION

This petition for review (R. 26-29) involves federal

estate taxes due from the estate of Elisha Cobb Mayo
who died testate on August 26, 1937. On February 29,

1940, the Commissioner of Internal Revenue mailed to

the respondent, as executor of the decedent's estate, a

notice of a deficiency in the amount of $5,971.61.

(1)



(R. 8-12.) Within 90 days thereafter, and on May 6,

1940, the respondent, the decedent's executor, filed a

petition with the Board of Tax Aj^peals for a redeter-

mination of that deficiency under the provisions of Sec-

tion 871 of the Internal Revenue Code. (R. 1, 3-12.)

The decision of the Board of Tax Appeals that there

was no deficiency was entered December 30, 1941.

(R. 25-26.) The case is brought to this Court by a

petition for review filed on March 14, 1942 (R. 26-29),

pursuant to the provisions of Sections 1141-1142 of

the Internal Revenue Code.

QUESTION PRESENTED

A testator left his property in trust to pay to his

sister an annuity of $3,000 in monthly payments, with

power in the trustee to pay the annuitant additional

sums in case of accident, illness, or other unusual cir-

cumstances, with remainder at his sister's death to cer-

tain charities. The question presented is

:

Whether the amount of the bequest to the charities

was ascertainable at the date of the testator's death

under Section 303 of the Revenue Act of 1926, as

amended, and the applicable Treasury Regulations,

despite the possibility of invading the trust corpus in

order to make the annuity payments and despite the

trustee's unrestricted power to invade the trust corpus

to pay the annuitant additional sums in case of accident,

illness, or other unusual circumstances.

STATUTES AND REGULATIONS INVOLVED

The statutes and regulations involved may be found

ill tlie Aj)pendix, iiifni, ])p. 2.1-27.



STATEMENT

The facts, some of which were stipulated (R. 33-41),

and as foimd by the Board of Tax Appeals (R. 15-20),

are substantially as follows:

The estate of Elisha Cobb Mayo, the Bank of America

National Trust and Savings Association, executor, is a

decedent's estate with its address at Santa Rosa, Cali-

fornia. It filed an estate tax return on behalf of the

decedent 's estate with the Collector of Internal Revenue

for the First Division of California. (R. 15.)

Elisha Cobb Mayo died testate on August 26, 1937.

His will, subscribed to in Sonoma County, California,

on April 3, 1937, contained, inter alia, the following

provisions (R. 15) :

Second : I hereby declare that my only near of

kin is my sister Rebecca S. Mayo and her welfare

is uppermost in my mind, 'and I request my
Trustee hereinafter named to give her every care,

advice and assistance possible.

* * * * *

Fourth: I give, devise and bequeath to my sis-

ter Rebecca S. Mayo my house and lot * * *

together with all household goods and personal

property in said home contained.

Then follow certain specific bequests totaling $3,500

to various individuals and one for the perpetual care

and upkeep of a cemetery plot, after which appears the

provision about which this controversy centers (R.

15-16) :

Sixth: I hereby give, devise and bequeath all

the rest, residue and remainder of my estate of

whatsoever kind or character and wheresoever



situated, to the Bank of America National Trust

and Savings Association, a National Banking
Association, (Santa Rosa Branch), to be held in

trust for the following uses and purposes in re-

lation to the same.

* * * * *

From the said trust property my aforesaid

trustee shall pay the sum of Two Hundred Fifty

($250.00) dollars per month to my sister Rebecca

S. Mayo, said payments to run from the date of

my death, and in case she should, by reason of

accident, illness, or other unusual circumstances

so require, such additional sum or sums as in the

judgment of said trustee may be necessary and
reasonable under the existing conditions.

Upon the death of my said sister the said trus-

tee shall liquidate my entire estate and from the

proceeds shall pay to the beneficiary hereinafter

named the amounts hereinafter mentioned, to

wit:

Here are specified bequests of $2,000 to each of the

following (a) Millers River Hospital, (b) Sonoma

County Tuberculosis Association, (c) Children's Home
Society of 3595 66th Avenue, Oakland, California, (e)

Sonoma County Social Service Department; also, be-

quests of $1,000 to each of the following: (d) The

Blind Department of the California State Library

at Sacramento, California, to be used for the purchase

of books for the blind, (f) the Santa Rosa Chapter

of the American National Red Cross Society, and (g)

the Santa Rosa Salvation Army. In addition there are

provided specific bequests of $500 to each of the follow-

ing: (h) The Santa Rosa Humane Society, (i) the

Santa Rosa District of the Boy Scouts of America,



and (j) the Santa Rosa Camp Fire Girls. An addi-

tional bequest of $20,000 is provided for the County

of Sonoma to be used for the furnishing of rooms and

accommodations at the Sonoma County Hospital for

worthy and deserving indigent persons. It is provided

that the residue of the trust estate is to go to the

American National Red Cross Society. (R. 16-17.)

The value of the gross estate of Elisha Cobb Mayo,

deceased, computed in accordance with the provisions

of Section 302 (j) of the Revenue Act of 1926, as

amended by Section 202 of the Revenue Act of 1935,

was $114,853.37. (R. 17.)

The undisputed deductions from gross estate, allow-

able under the applicable Revenue Acts, exclusive of

specific exemption, amoimt to $5,226.85. (R. 17.)

On the federal estate tax return filed for the estate

of Elisha Cobb Mayo, deceased, a deduction of $93,-

776.70 was claimed under the heading of "Charitable,

public and similar gifts and bequests," which deduc-

tion was totally disallowed by the Commissioner. (R.

17.)

It is agreed between the parties that all the organ-

izations listed in paragraph Sixth of decedent's will

are of a charitable or public nature within the scope

of the federal internal revenue laws. It is also agreed

between the parties that none of the bequests to these

organizations (except as to the $1,000 to the California

State Library, the $2,000 to the Sonoma County Social

Service Department and the $20,000 to the County of

Sonoma for rooms and accommodations for worthy

poor persons), is of the type contemplated by Section
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42 of the California Probate Code as it was worded

at the time of decedent's death. (R. 17-18.)

The last will and testament of the decedent was ad-

mitted to probate on September 10, 1937, by the Su-

perior Court of California, in and for the County of

Sonoma. On February 3, 1938, Rebecca S. Mayo,

sister of the decedent, and his only heir at law, executed

a waiver with respect to the rights provided for and

granted to her, in, by or under Section 41 of the Cali-

fornia Probate Code. On April 15, 1938, the court

made a decree of settlement of the first account and

report and order of partial distribution. This decree

has never been contested. On October 7, 1938, the

court entered a decree settling the final account and for

distribution, which decree has never been contested.

(R. 18.)

Rebecca S. Mayo, decedent's sister, was in her

seventy-ninth year at the time of decedent's death.

Her eyesight was then greatly impaired. In October,

1935, an oi^eration was performed on both her eyes for

glaucoma, and in May, 1936, an operation was per-

formed on her right eye for a cataract. An examina-

tion of her eyes made in August, 1938, showed ''Left

eye—Hand motion three inches. Right eye approxi-

mately eighteen per cent vision." (R. 18-19.)

At the time of decedent's death Rebecca S. Mayo

owned the following property: (1) The home in which

she lived, valued at $3,500; (2) stocks and bonds valued

at approximately $16,000; and (3) savings bank ac-

counts with deposits totaling $7,465.13. The income

from these assets during 1937 was approximately $900.



Her living expenses during 1937 for housekeeper, taxes,

food, clothing and miscellaneous purposes were approxi-

mately $1,450. (R. 19.)

The foregoing facts have all been stipulated by the

parties and, in addition to those facts, the Board has

made the following findings from evidence introduced

at the hearing. (R. 19.)

Since decedent's death the monthly payments of $250

to Rebecca Mayo have at all times been paid out of in-

come of the trust corpus. The gross income from the

trust corpus (composed of stocks, bonds and a small

amount of cash), for the year 1937 was $6,338.32 and,

after deducting the difference between gains and losses

on security sales, there was a net income of $4,814.67.

The net income of the trust corpus in 1938 was $5,298.79

after deduction of state and federal income taxes and

losses on securities sold. In 1939 the net income was

$3,995.77 after deduction of income taxes, administra-

tion expenses and losses on securities sold. In 1940

the net income was $4,872.51, after the usual deductions.

(R. 19.)

The accounts which the trustee filed annually with the

court distinguished income and principal and always

indicated Rebecca Mayo 's $3,000 annual allowance as a

charge against the income account. (R. 20.)

Rebecca Mayo deposited in her savings account for

accumulation the greater part of the $250 monthly pay-

ments made to her from the trust. Her activities at the

time of her brother's death and thereafter were greatly

restricted due to the condition of her eyesight and her

advanced age. (R. 20.)

503680—42 2



STATEMENT OF POINTS TO BE URGED

The Board of Tax Appeals erred

:

1. In holding that the estate is entitled to a deduction

from the decedent's gross estate of the amount of the

value of the remainder interest in the residuary trust

estate created under the decedent's will, as a bequest to

charitable organizations.

2. In holding that the amount of the value of the

charitable gifts could be ascertained with reasonable

accuracy at the date of the testator's death, although the

trust estate was subject to an annuity and to additional

payments to the annuitant in case of "accident, illness,

or other unusual circumstances."

3. In holding that there is no deficiency in estate taxes

due from the taxpayer.

SUMMARY OF ARGUMENT

In determining whether a bequest to charities is de-

ductible from the gross estate of a decedent, the test

laid down by the Treasury Regulations and the court

decisions construing the statute is whether the amoimt

of the bequest to the charities is ascertainable at the

date of the death of the decedent. In this case the gift

to charities was subject to some prior bequests which

could not be reduced to definite sums of money. In his

will the testator directed that certain property be left

in trust from which the trustee was to pay $250 per

month to his sister for the rest of her life and in case

she should, by reason of accident, illness, or other un-

usual circumstances, so require such additional sum or

sums as in the judgment of the trustee may be neces-

sary and reasonable under the existing conditions.
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The record shows that the income of the trust was

sufficient for several years after the death of the de-

cedent to pay the $3,000 annuity. But the decisions of

the Supreme Court indicate that a deduction for a char-

itable gift will be allowed only if the value of the gift

can be ascertained definitely at the date of the testator's

death. As of that time it could not be said with abso-

lute assurance that the trust income in this case would

always be sufficient to pay the annuity. If it should be

insufficient, the trustee was undoubtedly authorized to

invade the corpus because the testator did not expressly

or impliedly limit the annuity to payments out of trust

income. Assuming, however, for the purposes of the

argument that the trust income would be sufficient in

all future years to take care of the annuity, there is no

way in which we could ascertain with a reasonable de-

gree of accuracy the accidents and illnesses that would

befall the testator's sister during the remainder of her

life and the amomit of money that the trustee would be

obliged to pay her on that account. The trust income

did not exceed the annuity sufficiently that one could

predict that the corpus would never be invaded. If the

corpus should be invaded, there is no method of fixing

the extent to which it will be invaded.

The weight of authority holds that the mere existence

of the power to invade the corpus or the possibility of

invasion is sufficient to defeat the deduction from gross

income because under such circumstances it is impos-

sible to ascertain the amount of the charitable bequest

at the time of the testator's death.
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ARGUMENT

The amount of the bequest to the charities was not ascertain-

able at the date of the testator's death under section 303 of

the Revenue Act of 1926, as amended, and the applicable

Treasury regulations, because of the trustee's unrestricted

power to invade the trust corpus to pay the annuitant addi-

tional sums in case of accident, illness, or other unusual

circumstances

In this case the decedent left a will in which he made

certain specific bequests and an annuity of $250 per

month to his sister and additional sums to his sister in

case of accident, illness, or other miusual circum-

stances ; upon the death of his sister the remainder of

his estate to certain charitable and public organizations.

(R. 16-17, 17-18.) The will provided in part as fol-

lows (R. 16) :

From the said trust property my aforesaid

trustee shall pay the sum of Two Hundred Fifty

($250.00) dollars j^er month to my sister Rebecca

S. Mayo, said payments to run from the date of

my death, and in case she should, by reason of

accident, illness, or other unusual circumstances

so require, such additional sum or sums as in the

judgment of said trustee may be necessary and

reasonable under the existing conditions.

Upon the death of my said sister the said trus-

tee shall liquidate my entire estate and from the

proceeds shall pay * * *.

Section 303 of the Revenue Act of 1926, as amended

(Appendix, infra)
,
provides in part that the value of

the net estate shall be determined by deducting from the

value of the gross estate the amount of all bequests,

legacies, etc., to or for the use of the United States, any

state, any political subdivision thereof, for exclusively
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public purposes or to or for the use of any corporation

organized and operated exclusively for religious, char-

itable, scientific, literary, or educational purposes.

Article 44, Treasury Regulations 80, relating to Sec-

tion 303 of the Revenue Act of 1926 (Appendix, infra),

provides in part that if a trust is created for both a

charitable and a private purpose, deduction may be

taken of the value of the beneficial interest in favor of

the former only insofar as such interest is presently

ascertainable, and hence severable in favor of the in-

terest for private use. The validity of this regulation

was approved by the Second Circuit in Burdick v.

Commissioner, 117 F. 2d 972, 974, certiorari denied, 314

U. S. 641.

Article 47 of Treasury Regulations 80, relating to'

Section 303 of the Revenue Act of 1926, as amended
(Appendix, infra), provides in part that if the legatee

or trustee is empowered to divert the property or fund,

in whole or in part, to a use or purpose which would

have rendered it, to the extent that it is subject to such

power, not deductible had it been directly so bequeathed,

deduction will be limited to that portion, if any, of the

property or fund which is exempt from an exercise of

such power.

It is well established that the estate tax is not based

upon the succession to property of legatees or devisees

but is imposed upon the transmission of the property

of the decedent at the date of his death. The tax at-

taches immediately upon the death of the decedent and

the net estate must be determined as of that date.

Humes v. United States, 276 U. S. 487; Ithaca Trust



12

Co. V. United States, 279 U. S. 151, 155 ; United States

V. Provident Trust Co., 291 U. S. 272; Gammo7is v.

Hassett, 121 F. 2d 229 (C. C. A. 1st), certiorari denied,

314 U. S. 673.

Applying the statute and the regulations to the

facts of this case, the principal question would seem

to be whether the amount of the charitable bequests

could be definitely ascertained as of the date of the

decedent's death, in view of the fact that the trustee

might invade the corpus in order to pay the annuity

and also in case of accident, illness or other unusual

circumstances. If the amount of the bequest could

be definitely ascertained as of the date of the decedent's

death, the charitable bequest is deductible ; otherwise,

it is not deductible.

In this case the testator died on August 26, 1937

(R. 15), at which time his sister was 79 years old (R.

18). He left a gross estate with a value of about $114,-

000. The undisputed deductions from the gross estate,

exclusive of specific exemption, amounted to about

$5,000. (R. 17.) This leaves a balance of about $109-

000, out of which he left to his sister his house and lot

and all household goods and personal property in his

home; then followed certain specific bequests totaling

$3,500 and one for the perpetual care and upkeep of

a cemetery plot. (R. 15.) Therefore the residue which

was left in trust (R. 15-16) could not have amounted

to much more than $100,000. Out of this residue, the

trustee was to pay $250 per month to his sister, the

payments to run from the date of his death. (R. 16.)

In other words, the residuary estate was first charged
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with an annuity of $3,000 per year, payable in monthly

installments to the testator's sister.

The net income for the estate for 1937 was about

$4,800; for 1938, about $5,200; for 1939, about $3,900;

for 1940, about $4,800. (R. 19.) If the annuity of

$3,000 is subtracted from the net income, the balance of

the income for 1937 was about $1,800 ; for 1938, about

$2,200; for 1939, about $1,900, and for 1940, about

$1,800. The record shows that the income of the trust

was sufficient for several years after the death of the

decedent to pay the $3,000 annuity. But the decisions

of the Supreme Court indicate that a deduction for a

charitable gift will be allowed only if the value of the

gift can be ascertained definitely at the date of the tes-

tator's death. As of that time it could not be said with

absolute assurance that the trust income in this case

would always be sufficient to pay the annuity. If it

should be insufficient, the trustee was undoubtedly

authorized to invade the corpus because the testator did

not expressly or impliedly limit the annuity to pay-

ments out of trust income. See Burnet v. Whitehouse,

283 U. S. 148, 151. But it is more important that under

the terms of the trust, the trustee was directed to pay

in case the decedent's sister should, by reason of acci-

dent, illness, or other unusual circumstances, so require,

such additional sum or sums as in the judgment of the

trustee may be necessary and reasonable under the ex-

isting conditions. (R. 16.) At the time of the testa-

tor's death, the sister's eyesight was greatly impaired.

In 1935 an operation was performed on both her eyes

for glaucoma, and in May, 1936, an operation was per-

formed on her right eye for a cataract. (R. 18.) An
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examination of her eyes made in August, 1938, showed

"Left eye—Hand motion three inches. Right eye ap-

proximately eighteen per cent vision." (R. 18-19.)

It would not seem necessary to labor the argument

that the trustee might have been obliged to pay addi-

tional sums to the testator's sister because of illness,

particularly in view of her bad eyesight, and that such

payments might have exceeded the difference between

the trust income and the $3,000 annuity. Hospital

bills, doctors' fees, nurses' salaries, might well amount

to $1,800 or $2,200 in the case of a 79 year old woman

with bad eyesight. Once the trustee finds it necessary

to invade the trust corpus, we step into the field of pure

speculation if we try to guess to what extent it will be

necessary to invade corpus. Furthermore, illness is not

the only contingency upon the happening of which the

trustee is directed to make additional pajTuents to the

testator's sister. In the case of accident or "other un-

usual circumstances," the trustee may make such addi-

tional i^ajanents as in his judgment may be necessary

and reasonable. This leaves the door wide open to

additional payments so that it would be pure specula-

tion to attempt to value the amount of the residuary

bequest to the charities as of the date of the testator's

death. Therefore, under the statute and under the

Treasury Regulations, the value of the bequest to chari-

ties may not be deducted because it is impossible to

ascertain the amount as of the date of the testator's

death, and it is not severable from the interest in favor

of the testator's sister.

A recent decision of the First Circuit, Gammons v.

Hassett, supra p. 230, supports this view. In that case
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the decedent died at the age of 92, leaving a widow, aged

93, who had been bedridden for two years at the time of

decedent's death. Under the will the estate was left in

trust, the income and **so much of the principal thereof

as my said wife may at any time and from time to time

need or desire'' (italics supplied), to be paid to his wife

during her life. The remainder was left to charitable

corporations. At the time of the decedent's death, his

property had a value of about $275,000, and his

widow's property was worth about $190,000. Over a

period of years their combined income had varied be-

tween $15,000 and $25,000 a year. They had always

lived on a very simple scale and their combined income

was in excess of that required to maintain their cus-

tomary standard of living. The decedent's personal

representatives maintained that they were entitled to a

deduction of the value of the gift to the charities under

Section 303 (a) (3) of the Revenue Act of 1926, which

is the same statute that is involved in this case. The

Circuit Court affirmed the decision of the District Court

which denied the deduction on the groimd that the value

of the charitable remainders could not be determined at

the date of the decedent's death. The court said in its

opinion (pp. 232, 233) :

As to the plaintiffs' last contention, we agree
that the likelihood of the use of the power was
extremely remote at the time of the testator's

death, but this fact does not bring the case within
the principle of Ithaca Trust Co. v. United
States, supra, and United States v. Provident
Trust Co., supra. In both of those cases the
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value of the charitable gifts was certain with a

quality of certainty not present in this case.*****
We know of no standard fixed in fact by which

we could measure either the extent of the life

tenant's desires or the likelihood of an exercise

of those desires, so that we could place a definite

value on the charitable bequests. While we grant

that the likelihood of invasion of the principal

was extremely remote at the testator's death, still

the possibility of invasion did exist and, there-

fore, the amount of the property which would go

to charity was uncertain.

In the instant case, as in Gammons v. Hassett, supra,

the likelihood of the invasion of the corpus was remote.

But cases of this type must be governed by the existence

of the power rather than the likelihood of its use, as

shown by the extrinsic circumstances, varying, of course,

in each particular case. See concurring opinion of

Judge Magruder in Gammons v. Hassett, at pp. 234-235.

In Knoernschild v. Commissioner, 97 F. 2d 213 (C.

C. A. 7th), the testator left property to his daughter

in trust, with the property to go to charity on the

daughter's death. It was provided that the daughter

could invade the principal for the purpose of pro\id-

ing financial assistance for her mother or any of her

brothers or sisters. The court refused to allow a de-

duction on account of the charitable bequest. In its

opuiion the court said (pp. 214-215) :

There is no limitation upon the discretion thus

granted to the daughter to divert the income,

principal, or both, from charitable purposes to

uses entirely private in character, except that
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the diversion must provide ''financial assist-

ance." The term is a broad one. It might in-

clude a vast sum to retire a mortgage bond issue

in default, in order to prevent foreclosure. It

might include substantial sums to one or more

beneficiaries who had become fiinancially in-

volved, for the purpose of preventing bank-

ruptcy. It would include any untold number of

possible necessities for financial aid such as loss

by speculation, gambling, unwise investment,

loss by fire and water or other elements. In

other words, the right extended to her to divert

any or all of the funds to the financial aid of a

number of other persons is so wide .and so broad

as to make possible the entire destruction of the

corpus of the estate passing to the Academy.

In Pennsylvania Co. for Insurances^ Etc. v. Brown,

6 F. Supp. 582 (E. D. Pa.), affirmed per curiam, 70 F.

2d 269 (C. C. A. 3d), the residuary estate was left in

trust (1) to pay certain life annuities to designated

beneficiaries; (2) to pay $5,000 each to surviving

daughters of four nephews and nieces; and (3) upon

the termination of all the foregoing trusts to pay over

the remainder to designated charities. At the date of

death, there were five living daughters, and the two

nephews, 45 and 51 years of age, respectively, were

both married. The court there recognized that the

chances were slender that any more daughters would

be born to reduce the bequests to the charities but con-

cluded that the amount was not definitely ascertainable

and denied the deduction. The court made this perti-

nent observation (pp. 583-584) :

Of couse, in this particular case any one could

make a pretty good guess at it, but, if there were
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twenty nephews and nieces, all young and all

married, the situation would be very different.

If that were the case, the charitable bequest

might easily be cut in half or more when the

time for distribution arrived.

See also Humes v. United States, supra, in which

the Court said (p. 494)

:

One may guess, or gamble on, or even insure

against, any future event. * * * But the

fundamental question in the case at bar, is not

whether this contingent interest can be insured

against or its value guessed at, but what con-

struction shall be given to a statute. Did Con-

gress in providing for the determination of the

net estate taxable, intend that a deduction should

be made for a contingency, the actual value of

which cannot be determined from any known
data? Neither taxpayer, nor revenue officer

—

even if equipped with all the aid which the

actuarial art can supply—could do more than

guess at the value of this contingency. It is

clear that Congress did not intend that a deduc-

tion should be made for a contingent gift of that

character.

The instant case is analogous to cases arising under

Section 162 (a) of the Revenue Act, which allows as a

deduction from the gross income of a trust amounts

paid or permanently set aside for charitable purposes.

In Bank of America Nat. T. <fr S. Ass^n. v. Commis-

sioner, 126 F. 2d 48, decided by this Court in February,

1942, the question was whether certain capital gains

were permanently set aside for charitable purposes,

where private gifts of the trust income and annuities
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were to be paid before the charities took the remainder

of the income. This Court decided that the taxpayer

failed to maintain the burden of proving the

amount of the capital gains, if any, that were perma-

nently set aside for charitable purposes. See also Gitar-

anty Trust Co. of New York v. Commissioner, 31 B. T.

A. 19, affirmed per curiam, 76 F. 2d 1010 (C. C. A. 2d),

certiorari denied, 296 U. S. 591 ; Boston Safe Deposit

& T. Co. V. Commissioner, m F. 2d 179 (C. C. A. 1st),

certiorari denied, 290 U. S. 700 ; Charles P. Moormayi

Home for Women v. United States, 42 F. 2d 257 (W.

D.Ky.).

In cases arising under Sections 166 and 167 of the

Revenue Act, where the income of trusts is taxed to the

grantor even though it is not actually paid to him, the

courts have laid down the test of the existence of the

power to get control of the trust Income or corpus, in-

stead of relying upon the actual use of the power. See

Helvering v. Stuart, decided by the Supreme Court on

November 16, 1942 (1942 C. C. H., par. 9750) ; Altmaier

V. Commissioner, 116 F. 2d 162, 165 (C. C. A. 6th), cer-

tiorari denied, 312 U. S. 706 ; Kaplan v. Commissioner,

66 F. 2d 401, 402 (C. C. A. 1st) ; Rollins v. Helvering,

92 F. 2d 390, 395 (C. C. A. 8th) ; Esty v. United States,

63 C. Cls. 455, 462-463 ; Helvering v. Evans, 126 F. 2d

270, 272-273 (C. C. A. 3d), certiorari denied, October

12, 1942.

The Board of Tax Appeals decided this case on the

authority of its decision in Field v. Commissioner, 45

B. T. A. 270, which is now pending on appeal to the

Circuit Court of Appeals for the First Circuit, suh.
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nom. Commissioner v. Merchants Nat. Bank, which was

argued on December 1, 1942, and has not yet been de-

cided. The decision of the Board of Tax Appeals in

the Field case (in which four members dissented) re-

lies strongly upon the decision of the Supreme Coui*t in

Ithaca Trust Co. v. United States, supra. In the Ithaca

Trust case (p. 154) the testator gave the residue of his

estate to his wife for life with authority to use from the

principal any sum '*that may be necessary to suitably

maintain her in as much comfort as she now enjoys."

After the death of the wife there were bequests m trust

for charities. The Supreme Court held that the value

of the charitable remainder was ascertainable at the

date of the testator's death and, hence, deductible from

the gross estate. In that case the Supreme Court said

(p. 154) :

The principal that could be used was only so

much as might be necessary to continue the com-

fort then enjoj^ed. The standard was fixed in

fact and capable of being stated in definite terms

of money. It was not left to the widow's dis-

cretion.

It was certain that the charities would take the prop-

erty over and above what was required to maintain the

life tenant's customary standard of living. That

amount of property and its value could be determmed

definitely. In the instant case we have no such cer-

tainty. The estate is first subject to an annuity to be

paid at the rate of $250 per month for the rest of the

annuitant's life, and then to such additional payments

as the trustee might make to the annuitant on account

of *' accident, illness, or other unusual circumstance."
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There is no standard fixed in fact by which we can

measure the amounts that will be paid on account of

accident, illness, or other unusual circumstances. The

Board found as a fact that the annuitant's vision was

greatly impaired ; that there was only 18 percent vision

in one eye and hand motion was visible at only three

inches in the other ; that both eyes had been operated for

glaucoma, and one eye for a cataract. (R. 18-19.)

Therefore, there was a distinct possibility that substan-

tial sums might have to be spent on account of doctors'

and nurses ' fees and hospital expenses. This case dif-

fers materially on its facts from the Ithaca Trust Co.

case.

In its opinion in the instant case the Board said

that *4t seems highly improbable that 'accident, illness

or other miusual circumstances' would necessitate the

trustee delving into corpus or even surplus income."

(R. 21.) But as both the majority and the concurring

opinions in Gammons v. Hassett, supra, point out, the

test to be applied in cases of this sort is the existence

of the power or the possihUity of invasion of the corpus,

not the likelihood of its exercise.

There is a decision of the Tenth Circuit to the con-

trary, Commissioner v. F. G. Bonfils Trust, 115 F. 2d

788. In that case, which arose under Section 162 of the

Revenue Act of 1934, the majority held that the evi-

dence established beyond a reasonable doubt that there

never will be any recourse to the corpus to pay an-

nuities, and that the corpus was, in fact, permanently

set aside in the taxable years for charitable purposes.

Judge Bratton, who dissented, thought that under the
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statute it was immaterial that during the taxable years

the corpus was not likely to be invaded. He said (p.

794) :

Up to the present the ordinaiy, annual income

of the trust estate has far more than sufficed to

pay the current annuities, and it seems reason-

ably certain that it will continue to do so in the

future. Still, it cannot be foretold with absolute

certainty that such condition wdll always exist to

the death of the last survivor of the annuitants.

If this Court should decide to follow the majority

opinion in the Bonfihs case, it may be pointed out that

the facts of the two cases differ substantially and that

the likelihood of invasion of the corpus is much greater

under the circumstances of this case than in the Bonfils

case. In the latter case the trust income was about five

times the amount required for the amiuities during the

years after testator's death; in this case, they were less

than double the amount of the annuity, regardless of

other charges, and in several years they were less than

35 percent in excess of the annuity. Moreover, here the

corpus could be invaded for purposes other than the

payment of the annuity.

This Court will undoubtedly recognize that if the

Govei'ument prevails on this appeal, the amount of the

charitable gifts will be reduced accordingly. Therefore,

the Board's opinion makes a strong appeal to construe

the statute in a manner that will aid the charities. But

it is not Congress that deprived the charities of part of

a bequest, it is the testator. If he cuts all the strings
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attached to the gift of the remainder, the charities get

the remainder free of any charge for estate taxes. But

if he makes the gift over contingent upon the non-

exercise by the trustee of such broad powers as we have

here, it does not seem unfair to deny the deduction. In

this connection Judge Magruder said in his concurring

opinion in Gammons v. Hassett, supra, p. 235

:

The testator can save estate taxes by giving an

indefeasible remainder to charity upon death of

the life tenant. But if he chooses to make the

gift over contingent upon the non-exercise by the

life tenant of such a broad power as here con-

ferred, it does not seem unfair to deny the deduc-

tion. The Ithaca Trust case must be considered

as going to the very verge of the law, and in the

absence of further guidance from the Supreme
Court we ought not to extend the doctrine of that

case, however logical and appealing the extension

might be under the particular facts.

We do not press the argument made before the Board

of Tax Appeals that only a portion of the charitable

bequests should, in any event, be deductible, that is, not

to exceed one-third of the net estate plus the value of the

bequests to the California State Library and the

Sonoma County Social Service Department, within the

meaning of Sections 41 and 42 of the California Probate

Code (Appendix, infra). The decision of this Court

in Mead v. Welch, 95 F. 2d 617, 619, would seem to

preclude the soundness of that argument in this

jurisdiction.
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CONCLUSION

The decision of the Board of Tax Appeals is wrong

and should, therefore, be reversed.

Respectfully sumbitted,

Samuel O. Clark, Jr.,

Assistant Attorney General.

Sewall Key,

Helen R. Carloss,

Morton K. Rothschild,

Special Assistants to the

Attorney General.

January 1943



APPENDIX

Revenue Act of 1926, c. 27, 44 Stat. 9

:

Sec. 303 [as amended by Sec. 403 (a) of the

Revenue Act of 1934, c. 277, 48 Stat. 680]. For
the purpose of the tax the value of the net estate

shall be determined

—

(a) In the case of a citizen or resident of the

United States by deducting from the value of the

gross estate

—

*****
(3) The amount of all bequests, legacies, de-

vises, or transfers, to or for the use of the United

States, any State, Territory, any political sub-

division thereof, or the District of Columbia, for

exclusively public purposes, or to or for the use

of any corporation organized and operated ex-

clusively for religious, charitable, scientific, lit-

erary, or educational purposes, * * *.*****
Probate Code of California ' (Deering, 1931) :*****

§ 41. Restrictions. No estate, real or per-

sonal, may be bequeathed or devised to any char-

itable or benevolent society or corporation, or to

any person or persons in trust for charitable

uses, unless done by will duly executed at least

thirty days before the death of the testator. If

so made at least thirty days before death, such de-

vises and legacies shall be valid, but they may
not collectively exceed one-third of the estate of

^ Sections 41 and 42 of the California Probate Code were

amended, effective August 27, 1937, the day after decedent died.

The sections as quoted above are the sections as in effect on the

date decedent died.

(25)
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a testator who leaves legal heirs, and if they do,

a pro rata deduction from such devises and lega-

cies shall be made so as to reduce the aggregate

thereof to one-third of the estate. All disposi-

tions of property made contrary hereto shall be

void, and go to the residuary legatees or devisees

or heirs, according to law.

§ 42. Exemption of certain donees from re-

strictions. Bequests and devises to or for the use

or benefit of the state, or any municipality,

comity or political subdivision within the state,

or any institution belonging to the state, or be-

longing to any munici]3ality, county or political

subdivision within the state, or to any educa-

tional institution which is exempt from taxation

under section la of article XIII or section 10 of

article IX of the constitution of this state and
statutes enacted thereunder, or for the use or

benefit of any such educational institution, are

excepted from the restrictions of this article.

Treasury Regulations 80 (1937 Ed.) :

Art. 44. Trmisfers for public, charitable, re-

ligious, etc., uses.—* * *

If a trust is created for both a charitable and a
private purpose, deduction may be taken of the

value of the beneficial interest in favor of the

former only insofar as such interest is presently

ascertainable, and hence severable from the in-

terest in favor of the private use. * * ******
Art. 47. Conditional bequests.—If the trans-

fer is dependent upon the performance of some
act or the happening of some event in order to

become effective, it is necessary that the per-

formance of the act or the occurrence of the

event shall have taken place before the deduction

can be allowed.

If the legatee, devisee, donee, or trustee is em-
powered to divert the property or fund, in whole

or in part, to a use or jjurpose which would have
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rendered it, to the extent that it is subject to such
power, not deductible had it been directly so be-

queathed, devised, or given by the decedent,

deduction will be limited to that portion, if any,

of the property or fund which is exempt from an
exercise of such power.

The provisions of Articles 44 and 47 of Treasury

Regulations 80 (1934 Ed.) are identical with the above

quoted provisions.
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IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

Commissioner of Internal Revenue,

Petitioner,

vs.

Bank of America National Trust and Sav-

ings Association, as Executor of the Last

Will and Testament of Elisha Cobb Mayo,

Deceased,
Respondent.

BRIEF FOR RESPONDENT.

OPINION BELOW.

The only previous opinion in this case is that of the

United States Board of Tax Appeals (R. 14-25)

which is a memorandum opinion and, therefore, not

officially reported.

JURISDICTION.

This petition for review (R. 26-29) involves estate

tax in the amount of $5,971.61 and is taken from a

decision of the Board of Tax Appeals that there was

no deficiency, entered December 30, 1941 (R. 25-26).

The case is brought to this Court on a petition for



review filed by the Commissioner of Internal Revenue

on March 14, 1942 (R. 26-29) pursuant to the provi-

sions of Sections 1141-1142 of the Internal Revenue

Code.

QUESTION PRESENTED.

Whether testamentary gifts to admitted charities in

remainder after an intervening $250 a month annmty

chargeable against income for the life of decedent's

aged sister are so uncertain as to not be allowable as a

deduction of the value of the remainder interest to

the charities from the gross estate under Section

303 (a) (3) of the Revenue Act of 1926, as amended.

One may note there was an alternative question pre-

sented to the Board, but respondent assumes for the

purposes of this brief that petitioner on appeal has,

by his slight reference to Mead v. Welch, 95 F. (2d)

617 (Opening Brief, p. 23) abandoned it. Regard,

also, for legislative policy and intent, Section 408 (a).

Revenue Act of 1942 amending Section 812 (d). In-

ternal Revenue Code relating to the deduction for

charitable bequests (Section 303 (a) (3)) here at

issue.

STATUTES AND REGULATIONS INVOLVED.

The statutes and regulations involved may be found

in the Appendix, ivfra, ])]). i-ii.



STATEMENT.

The facts, some of which were stipulated (R. 33-41)

and as found by the Board of Tax Appeals (R. 14-

20) are substantially as stated by Petitioner in his

Opening Brief (pp. 3-8).

It would seem appropriate on brief, rather than on

oral argiunent, inasmuch as the transcript of the pro-

ceedings before the Board are not in the Record on

Appeal, to indicate that counsel for the parties stipu-

lated (Board Transcript p. 18) in the event a compu-

tation under Board Rule 50 became necessary to ascer-

tain the extent of the remainder interest going to the

charities the applicable Treasuiy Regulations might

be used (Reg. 80, Ai-t. X). The Board found on the

factual record the entire remainder interest was de-

ductible, hence there was no need to point to this

stipulation. Although no such issue is contemplated

before this Court, one should observe that an amount

nmch less than the entire remainder to the charities

which would be definitely deductible under Section

303 (a) (3) of the Revenue Act of 1926, as amended,

would still produce no estate tax. Therefore, out

of an abundance of caution, respondent wishes to save

the point.

As previously stated, Petitioner has substantially

set forth the facts (Opening Brief pp. 3-8) in the

case. However, one other compelling factual instance

drew the attention of Judge Kern in regard to the

mode of living of the sole annuitant of pari of the

income and the possibility of exercise <^f the power in

the Tinistee to disburse surplus income or cor])Us. The

witness, Trust Officer administering the trust, was



asked on direct examination what, from his personal

knowledge, Miss Rebecca Mayo's habits of life were:

*'A. She lives alone in a little house which her

brother gave to her. She lives with a house-

keeper. Because of her impaired vision she never

goes out, perhaps, once or twice a month to the

bank or some place else to vote, or something of

that kind. vShe lives very economically. She
spent her whole life as a school teacher. Her
only recreation is listening to a so-called talking-

book machine and to the radio. She has no auto-

mobile.

Q. Does she go out on the streets alone?

A. Not now ; not during the past year she has

not.

The Member. AVhat is a talking-book machine ?

The Witness. They are records made at the

Libraiy of Congress in which a person reads a

book into a recording machine transcribed on rec-

ords, and then a person can play the record and
then hear the book.

The Member. Oh, I see." (Board Tr. pp. 22-

23.)

And later, after the same witness had testified no

payments were made from the corpus of the trust or

payments from income mider the extraordinary power

given the Trustee, except:

''Q. This talking-book machine was it pm*-

chased from the trust?

A. Yes, it was. It was purchased from the

income account.

Q. And in addition to the $250 a month ])ay-

ments ?

A. Yes. She was very i-ehictant to ivy it until

we bought it ourselves from the trust.



Q. How much did that cost?

A. As I remember it, it was $65." (Board
Tr. p. 25.)

SUMMARY OF ARGUMENT.

When the dominant facts in this case are brought to

focus with the pertinent limitations in the Will of

Elisha Cobb Mayo, the conclusion is convincing that

here is a case in which an independent Trustee is

more restricted in his powers of exercise in favor of

the sole beneficiary of only part of the income of the

trust than aj^peared in Ithaca Trust Co. v. United

States, 279 U. S. 151. If this contention be at all ten-

able the cases upon which the Appellant must mainly

rely are not apt as they are clearly distinguishable.

Gammons v. Hassett, 121 F. (2d) 229 (C. C. A. 1st),

certiorari denied, 314 IT. S. 673, and Field v. Commis-

sioner, 45 B.T.A. 270, reversed CCA. 1, sub. nom.

Commissioner v. 31erchants National Bank of Boston,

Executor, December 30, 1942 (copies of opinion to

counsel and Court about January 7, 1943).

Authorities which deal with an income tax statute

on facts and limitations in living trust instniments

which reserve to the grantor-beneficiary broad powers

of control would seem to be irrelevant.



ARGUMENT.

SECTION 303 (a) (3) OF THE REVENUE ACT OF 1926, AS
AMENDED, ALLOWS AS A DEDUCTION FROM THE GROSS
ESTATE THE VALUE OF CHARITABLE REMAINDER IN-

TERESTS AFTER AN INTERVENING LIFE ESTATE OR AN
ANNUITY PAYABLE OUT OF INCOME MORE THAN SUFFI-

CIENT TO PAY SUCH ANNUITY, AND WHERE THE TRUS-
TEE IS AUTHORIZED TO MAKE PAYMENTS FROM SUR-

PLUS INCOME AND THEREAFTER FROM PRINCIPAL TO
THE LIFE TENANT OR INCOME BENEFICIARY ONLY
WHERE NECESSARY AND REASONABLE UITOER NECES-
SARY, UNUSUAL AND EXTRAORDINARY CIRCUMSTANCES
SUCH AS ACCIDENTS OR ILLNESS.

The dominant facts are: There was one annuitant.

Only part of the income was used to satisfy the sole

obligation standing between the charitable remainders.

When the testator died his sister, the annuitant, was,

on that date about 79 years of age. She was virtually

blind and beyond operative surgery or dietaiy treat-

ment. Her life expectancy was short. Her habits

of life were simple. She was fi*ugal. One must be

imaginative indeed to conceive a situation in her life

thereafter which would ''require" or find "necessary"

the use of surplus income, much less the corpus.

Rebecca S. Mayo died November 3, 1942. (Samuel

O. Clark, Jr., Assistant Attorney General was so noti-

fied by this counsel, letter dated November 5, 1942.)

The limitation upon the independent Trustee in the

Will was as follows:

''From the said tnist property my aforesaid

trustee shall pay the snni of Two Hundred Fifty

($250.00) dollars per month to my sister Rebecca

S. Mayo, said payments to nm from the date of

my death, and in case she shonld, by reason of

accident, illness, or other unusual circumstances



so require, such additional sum or sums as in the

judgment of said trustee may be necessary and
reasonable under the existing conditions." (R.

16.)

The familiar test of deductibility was voiced by Mr.

Justice Holmes in the Ithaca Trust Co. case, supra, at

p. 154:
li* * * rpjjg principal that could be used was only so

much as might be necessary to continue the com-

fort then enjoyed. The standard was fixed in fact

and capable of being stated in definite terais of

money. It was not left to the widow's discretion.

The income of the estate at the death of the

testator and even after debts and specific legacies

had been paid was more than sufficient to main-

tain the widow as required. There was no un-

certainty appreciably greater than the general

imcertainty that attends human affairs."

It should be remembered that this reasoning of Mr.

Justice Holmes was applied to a case where the

testator gave the residue of his estate to his wife for

life with authority to use from the principal any sum

''that may be necessary to suitably maintain her in as

much comfort as she now enjoys." There the widow

was entitled to all the income, whereas, Miss Mayo was

entitled to an annuity amounting to less than the

actual income. The widow was to be maintained in

"comfort". Miss Mayo had call upon the Trustee only

for necessaries and extraordinary demands. ''Com-

fort" is a subjective and expansive term, giving much

latitude in the possibility of exercise of the power

thereunder. Miss Mayo must objectively convince an
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independent Trustee that her ''* * * accident, ilhiess,

or other unusual circumstances so require (d)" and

in the judgment of the Trustee found to be ''* * *

necessary and reasonable under the existing condi-

tions." The Appellant in his Opening Brief, p. 2,

under his '^Question Presented" rather overstates

his case when he says:
'^* * * despite the trustee's

unrestricted poiver to invade the trust corpus * * *."

(Emphasis supplied.) Again, in his "Index" p. (1),

and at p. 10, under "Argmnent" he contends the

amounts which go to charities are not ascertainable
a* * * because of the trustee's unrestricted power to

invade the corpus * * *". (Emphasis supplied.) A
reader of Appellant's Brief may be, at outset, thrown

off balance. Composed and tight thinking finds loose

use of words disconcerting. If reference be needed

on the restricted powers of the Mayo Trustee, see

Bestatement of the Law of Trusts, Sections 128,

154, 157; and

Scott on Trusts, same sections, as expanded;

also.

Civil Code of the State of California, Sections

863 and 2269;

Estate of Smith (1937), 23 Cal. App. (2d) 383,

73 P. (2d) 239;

Hartford-Connecticut Trust Co. v. Eaton (C.C.

A. 2, 1929), 36 F. (2d) 710 (second hearing

1934, 8 F. Supp. 218).

Respondent has em])hasized tlio strength of the

instant case in relation to the Ithaca Trust Co. case,

supra, to throw the Mayo facts and limitations of the



Will on the Tmstee so that Gammons v. Hassett,

supra, and Field v. Commissioner, sub nom. CCA. 1,

Commissiofier v. Merchants National Bank of Boston,

Executor, supra, may be considered in proper relief.

Respondent contends that when the smoke of Appel-

lant's other citations is cleared, reliance is placed

upon the Gammons and Field cases. Justice Mahoney

spoke for the majority of the First Circuit m both

cases.

In the Gammons case the power to invade corpus

was limited to ''so much of the principal thereof as

my wife may at any time and from time to time need

or desire, to be paid to my said wife during her life."

The taxpayer failed because of the disjunctive use of

the word ''desire". The majority said (at p. 231):

"When the testator gave his wife the poiver to invade

the principal as she 'may * * * desire,' he meant what

he said. He intended to give her a broad power of

invasion of the principal not restricted to a mere use

of the corpus for the purpose of satisfying her needs.
'

'

(Emphasis supplied.)

The Ithaca Trust Co. case was distinguished (at p.

233) in that: "It was not left to the widow's discre-

tion." And the fifth sentence farther on in the opin-

ion: "We know of no standard fixed in fact by which

we could measure either the extent of the life ten-

ant's desires or the likelihood of an exercise of those

desires so that we could place a definite value on the

charitable bequests." The Court was there comparing

the Ithaca Trust Co. case with the case then at bar.

Recall the word "comfort" was receiving construction
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by Mr, Justice Holmes in the Ithaca Trust Go. case!

It takes no herculean feat of the mind to mark the

difference of the pertinent phrases in the Mayo Will.

The expansive and subjective qualities of the terms

''comfort" and ''desire" may convincingly be indi-

cated m considering the Field case. Mark the con-

trast of the predominantly objective qualities of the

term "needs" or an even more definite term "emer-

gencies" or the phrase "illness, accident, or other

miusual circumstances". The point is: The word

"needs" correlates with "maintenance and support"

cases. But "illness, accident, or other unusual cir-

cumstances" goes beyond and further limits the dis-

cretion or the existence of the power in the Trustee.

The First Circuit Court's decision in Field v. Com-

missioner, supra, would appear to pinion the case for

the Appellant. Bom of an early educational dislike

for "paste and shears" briefs, the writer is none-the-

less impelled to quote extensively that Court's opin-

ion: First, the limitation (p. 2) :
"* * * for the com-

fort, support, maintenance, and/or happiness of my
said wife, * * * said Trustee shall exercise its discre-

tion with liberality to my said, tvife, and consider her

welfare, comfort amd happiness prior to claims of

residuary beneficiaries under this trust". (Emphasis

supplied.) "Happiness" is the new word to receive

construction. And with further unqualified "liber-

ality". Note also "support" and "maintenance" are

deleted from the phrase dealing with "liberality".

Justice Mahoney reasons (pp. 5-7) :
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u* * * rpj^g
decision in the instant case depends

upon the pvo])er interpvetation of the lana^la,^•e

used in the testamentary trust, that is, whether or

not there is present a possibility of invading the

corpus of the trust in the sense that that phrase

was used in Gammons v. Hassett, supra. The in-

tention of the testator is to be found in the four

corners of the will. His language is to he literally

interpreted unless there is some ambiguity as to

its meaning. Here the testator clearly stated that

he sought to provide for the comfort, support,

maintenance and/or }i£bppiness of his wife. It is,

of course, true that it is difficult to define precisely

what happiness means, but happiness is essen-

tially a subjective matter and must he left to an
honest determination of the widoto. The testator

used both the coyijunctive and disjunctive showing

clearly that he did not want the term 'happiness*

to be considered as a catch-all. It would he tortur-

ing the lamguage used if we were to treat the

word happiness as a mere superfluity. If the

widow should desire to provide permanently for

the adopted children or for near relatives such a

desire would be within the term 'happiness'. There

is thus the clear possibility (or probability) that

the corpus of the trust may be invaded.

''We recognize, as the respondent urges upon

us, that there exist certain distinctions in the case

before us and Gammons v. Hassett, supra. In that

case the term 'desire' was used, which may be said

to be somewhat broader than the term 'happiness*.

There, an invasion of the corpus of the trust

depended completely upon the will of the widoiv.

Here, there can only be an invasion of the corpus

of the trust if in the sole discretion and wisdom

of the trustee an invasion of the principal is
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deemed necessary for the happiness of the widow.

But this can mean no more tJian that the widow

must convince the trustee that an invasion of the

corpus is necessary to her happiness. The testator,

out of abundant caution, in order to prevent any

disagreement, admonished the trustee to exercise

its discretion ivith liberality. Assuming then that

she is able to convince the trustee that her happi-

ness requires the expenditure of sums of money
beyond the income and out of the corpus of the

trust, the amount that would ultimately go to

charity would he uncertain. Since this possibility

exists within the language of the trust instru-

ment, the case is closer to our decision in Gam-

mo7is V. Hassett, supra, than it is to the Ithaca

Trust case. The argument that under the facts in

this case there is little likelihood that Mrs. Field

will want to invade the corpus of the trust is

similar to the argument advanced in Gammons v.

Hassett, supra. We refused in that case to con-

sider extrinsic evidence of a most persuasive

nature. The widow was ninety-three years old,

had been bedridden for years and had ample

property of her own for her support. We said:

'While we grant that the likelihood of invasion

of the principal was extremely remote at the tes-

tator's death, still the possibility of invasion did

exist and, therefore, the amomit of the property

which would go to charity was micertain'. (p.

233.)

''The respondent cites First National Bank of

Birmingham v. Sncod, 24 F. (2d) 186 (CCA.
(r)th) 1928); Hartford-Connecticut Trust Co. v.

Eaton, 36 F. (2d) 710 (CCA. (2d) 1929) ; Lucas

V. Mercantile Trust Co., 43 F. (2d) 39 (CCA.
(8th) 1930), and Commissioner v. F. G. Bonfils
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Trust, supra, as supporting its position. These
cases are clearly distingwishaUe. The first three
deal with support and maintenance of the widow
and clearly fall ivithin the rule laid down in the
Ithaca Trust case. The position which we take in

the itistant case is 7iot at all inconsistent with
those holdings. * * *" (Emphasis supplied.)

Can there be any doubt as to how the First Circuit

would rule in the Mayo case? One is not unmindful

of the words of Justice Magi-uder in his concurring

opinion in Gammons v. Hassett, supra, p. 235: ''But

if he (testator) chooses to make the gift over con-

tingent upon the non-exercise by the life tenant of

such a broad power ('desire') as here conferred, it

does not seem unfair to deny the deduction. The
Ithaca Trust case must be considered as going to the

very verge of the law, * * *". Contrast the foregoing

with how this concurring opinion starts out: "In my
opinion the case at bar could be decided in favor of

the taxpayer on a perfectly logical application—or

perhaps extension—of the principle laid down in

Ithaca Trust Co. v. United States (citation)''. One
who sat at the feet of Justice Magruder in his pro-

fessorial days may w^ell wonder how much of an hon-

estly intellectual, rather than a legalistic, nudge would

have been necessary to cast him over the "verge" into

a dissent in the Gammons case!

An interesting footnote to the Field decision is that

Judge Kern, who wrote the opinion in the instant

case (R. 20-26) was one of the four dissenters whose

views were approved by the reversal against the tax-
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payer in First Circuit. In a masterly piece of under-

statement Judge Kem said (R. 20): ''If there is

any material difference between the ultimate material

facts in that (Field) case and the present proceed-

ings it would seem to be in the present petitioner's

favor". Again, (R. 21) : '*In the instant proceedings

the trustee is strictly limited to a situation where 'by

reason of accident, illness, or other unusual circum-

stances' the life beneficiary should 'require' sums in

addition to the payment of $250 per month. The

income from the trust corpus could reasonably be

expected to provide sufficient cash for the $250

monthly payments to decedent's sister. During the

years of the trust's existence the income thereof has

been considerably in excess of the amounts necessary

to make these payments. And, since decedent's sis-

ter has to date saved the greater part of her annuity

payments, it seems highly improbable that 'accident,

illness or other unusual circumstances' would necessi-

tate the trustee delving into corpus or even surplus

income''. This was the reasoning of the Judge who

found the facts.

Unless this Court can say as a matter of law the

Board's conclusion from the facts fomid are clearly

erroneous, its determination should stand. California

Barrel Co. Inc. v. Commissioiier (CCA. 9, 1936), 81

F. (2d) 190.

On the particular facts in this case and the appro-

priate decisions under the applicable estate tax law,

counsel for taxpayer barkens to ever so faint a whisper

of admonition from the epigrammatic father of the
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present majority on the United States Supreme Court,

Mr. Justice Holmes, in Corliss v. Bowers, 281 U. S.

376 at 378: ^'* * * taxation is not so much concerned

with the refinements of title as it is with the actual

command over the property taxed—the actual benefit

for which the tax is paid". In the multiplicity of

legalistic tax opinions of the years between, one may
ponder how complete the reversal by Holmes' pupils

of his juristic philosophy when they heed the prompt-

ings of government counsel in decisions which stem

from arguments directed at *' refinements of title".

In this vein, renewed and wholesome respect for the

sound and practical good sense of another member of

the old court is engendered in reading again an opin-

ion bottomed on human fact, not professorial fancy.

See, Mr. Justice Sutherland in United States v. Provi-

dent Trust Co., 291 U. S. 272. Compare, Helvering

V. Hallock, 309 U. S. 106; Helvering v. Horst, 311

U. S. 112; The Stale Tax Commissioner of Utah v.

Aldrich, 316 U. S. 174. As one capable lawyer, in a

moment of kindly levity, said: **After the Horst case,

anything can happen". And, in Utah v. Aldrich even

that pleasing plugger of the loopholes of 1937 could

not stomach the philosophy or reasoning of the major-

ity, so he registered his dissent—Mr. Justice Jackson.

To conclude respondent's direct arg-ument on a note

of deadly seriousness. In order to sustain appellant

on any theory thus far urged, and on germane au-

thority, facts must be found to show Rebecca S. Mayo

could draw upon the corpus of this testamentary tnist

virtually at ivill. It must be further convincingly
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shown that there existed in Rebecca S. Mayo a power

to diminish the principal of the trust estate. Those

were the conditions which rendered the amounts of

deductions uncertain in the Gammons and Field cases.

Not so here. On brief of this case for Board Member

(now Judge) Kern, the writer urged that taxation was

a practical matter. There can be no practical question

on the facts of the Mayo case that these worthy chari-

ties, notably the American National Red Cross, will

take the full remainder of this estate upon the death

of Rebecca S. Mayo. It would be a travesty not only

on common sense, but of the decisional and le,s:islative

law, to hold that on the date of decedent's death in

August of 1937 there was any '<* * * uncertainty ap-

preciably greater than the general uncertainty that

attends hiunan affairs", that these recognized chari-

ties would take their full remainder interest.

Of course, neither the advocate nor Judge would

lay claim to clairv^oyance, but today we know the

charities do take their full remainder interests (plus

accumulation of income not appropriated to the pay-

ment of the $3000 annuity). Was it any less certain

on these facts on the date of Elisha Cobb Mayo's

death?

ANSWER TO APPELLANT'S ARGUMENT.

In the round, cases classify on the issue in this

case into:

Conditions precedent: Burdick v. Commissioner, 117

Fed. (2d) 972, certiorari denied 314 IT. S. 641 (there,
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charities would take only upon the action of a sister

and nephew mider a power which they were free to

exercise or not).

Contingent : Humes v. United States, 276 U. S. 487

(the charity would take only if "this Texas girl of

fifteen will not marry, or if she does, will die without

issue before age of thirty or thirty-five, or forty")

;

Helvering v. The Union Trust Company, etc. (Estate

of Carolipi G. Caughey), 125 Fed. (2d) 401, certiorari

denied 62 S. Ct. 1292 (where the remainder interests

were to pass to a, non-charitable organization should

the Girl Scouts fail to use the other real estate in the

maimer directed) ; Pennsylva/nia Co. for Insurances,

Etc. V. Brow)i, 6 F. Supp. 582, affirmed per curiam, 70

F. (2d) 269.

Diversion by the beneficiary: Knoenischild v. Com-

missioner, 97 F. (2d) 213 (daughter given the right

to direct the trustee to pay any part of the fund as

her judgment saw fit to mother or any of her brothers

or sisters in case they were in need of ''financial

assistance". The Court observed the quoted phrase

was broad enough to ''include a vast sum to retire

a mortgage bond issue upon which there was a de-

fault to prevent foreclosure". Even embrace "finan-

cial aid such as loss by speculation, gambling, unwise

investment, etc. ")

.

"Desire" or "happiness" of beneficiary: Gammons

and Field cases, supra.

"Needs" or "maintenance and support" of life

tenant or beneficiarv: Ithaca Tntst Co. v. United
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States, supra; First National Bank of Birmi7igham

V. Sn^acl, 24 F. (2d) 186; Lucas v. Mercantile Trust

Co., 43 F. (2d) 39; MilloA^d v. Humphrey, 79 F, (2d)

107.

Emergencies or '^ accident, illness, or other unusual

circumstances": The Estate of ElisJia Cohh Mayo,

at bar.

The foregoing classification of cases and their sepa-

rate categories are recognized by courts as being quite

distinct on their facts and for purposes of decision

under Section 303 (a) (3) of the Revenue Act of

1926, as amended.

It would seem to properly follow that respondent

in answer to argimient of appellant should touch but

lightly on the vaguely analogous cases arising under

the unrelated income tax statutes dealing with broad

powers reserved in a settlor-beneficiary, sometimes de-

nominated ** controlled trusts". See, Jacob Mertens,

Jr., The Law of Federal Income Taxation (December

1942), Chapters 36 and 37 at Sections 36.68 and 37.03,

et seq. Appellant's discussion of cases dealing with

the ''existence of the power (in the beneficiary)

rather than the likelihood of its use" are completely

off the point. No power existed in Miss Mayo and

the power which existed in the Trustee was more

restricted in scope than any case which, it would seem,

has thus far reached the Courts. Even income tax

cases, which we contend is very wide of fitting anal-

ogy to the case at bar, asvsist tlie construction which

respondent here urges. See, reasoning of the Court in

Commissioner v. F. G. Bonfils Trust, 115 F. (2d) 788.



19

Coming directly to the opening brief of appellant,

it may be said that of the twenty-one cases cited, twelve

are income tax cases to considerable extent irrelevant.

Of the remaining nine cases dealing with estate tax

and the applicable statute before us, only three of

them are even close. Of those three the Gmnmons
and Field cases, supra, involved the construction of

subjective terms depending almost wholly upon the

personal feelings, or perhaps cajjrice, of the benefi-

ciary. The decision in Ithaca Trust Co. v. United

States, supra, may fairly be said to relate largely

to maintenance and support cases. We think and

contend that maintenance and support provisions have

more facets of a subjective character and implications

less objective than the terms of the phrase here under

construction ''accident, illness, or other unusual cir-

cumstances".

But, at very outset and thereafter with profusion,

appellant uses inept expressions, a few of which fol-

low: "trustee's mirestricted power" (App. Op. Brief,

pp. (1), 2); "* * * it could not be said with absolute

assurance * * *'^
(p. 9) ;

"* * * one could (not) pre-

dict that the corpus would never he invaded'' (p. 9) ;

"the trustee might invade the corpus" (p. 12); "it

could not be said with absolute assurance * * *"
(p.

13) ; "the trustee might have been obliged" (p. 14) ;

"This leaves the door ivide open to additional pay-

ments so that it would be pure speculation * * *''
(p.

14) ; "there was a distinct possihilit/f that substantial

sums might have to be spent * * *"
(p. 21) -/'*** of

such broad powers' as we have here * * *"
(p. 23).
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Small wonder, when the careful use of words and

their meaning is so important, anyone's head may
be made, by the foregoing, to spin to a condition of

dizziness. On regaining equanimity one may reflect

there are no absolutes in the science of the law. Nor,

indeed, is there room for extravagant use of language

even in the flush of advocacy.

In all fairness to our opponent we do perceive the

artificial heart of his case amid the confusion of

words. At page 16, he says: **But cases of this type

must be governed by the existence of the power rather

than the likelihood of its use, as shown by extrinsic

circumstances, varying, of course, in each particular

case". The vice of this proposition, assuming, argu-

endo, the test itself were sound, is twofold: First,

the existence of the power does vary under the facts

of each case. The limitation in the trust instrument

is but one fact or circumstance to be considered. Sec-

ond, no such power existed in Rebecca S. Mayo.

Again, at page 21, petitioner states: ''* * * the test

to be applied in cases of this sort is the existence of

the power or the possihility of invasion of the corpus,

not the likelihood of its exercise". His authority for

the statement is predicated on the decision in the

Gammons case, supra. Out of context and the facts

of that case this expression has the appearance of

vitality. Wlien attempt is made to bring it into bal-

ance with the instant case its weight is nil.

In conclusion, beginning on page 18 of ])etiti oner's

Opening Brief, he launches upon the ymn^orted anal-
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ogy of income tax cases. He first quotes Bank of

America National Trust aTid Savings Association v.

Commissioner, 126 F. (2d) 48, the majority opinion

having been written by Mr. Justice Denman of this

Court. Anything this brief writer might say toward

pointing the obvious distinctions between the case

now before the Court and the cited case, would seem

only to add to the labor of this Court. Of the remain-

ing income tax cases cited by appellant we hazard

a similar position.

Likewise, we have not pressed the point of the pol-

icy of the tax law and presumptions favorable to char-

itable deductions, for ample direct authority and more

creditable principle is with us.

CONCLUSION.

The decision of the Board of Tax Appeals is right

and should, therefore, be affirmed.

Dated, San Francisco,

January 27, 1943.

Respectfully submitted,

Edward Hale Julien,

Attorney for Respondent.

(Appendix Follows.)
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Revenue Act of 1926, c. 27, 44 Stat. 9:

Sec. 303 [as amended by Sec. 403 (a) of the

Revenue Act of 1934, c. 277, 48 Stat. 680]. For
the purpose of the tax the value of the net estate

shall be determined

—

(a) In the case of a citizen or resident of the

United States by deducting from the value of

the gross estate

—

(3) The amount of all bequests, legacies, de-

vises, or transfers, to or for the use of the United

States, any State, Territory, any political sub-

division thereof, or the District of Columbia, for

exclusively public purposes, or to or for the use

of any corporation organized and operated ex-

clusively for religious, charitable, scientific, lit-

erary, or educational purposes, * * *.

Treasury Regulations 80 (1937 Ed.) :

Art. 44. Ty^ansfers for piihlic, charitable, re-

ligious, etc., uses.—* * *

If a trust is created for both a charitable and

a private purpose, deduction may be taken of the

value of the beneficial interest in favor of the

former only insofar as such interest is presently

ascertainable, and hence severable from the in-

terest in favor of the private use. * * **#***«
Art. 47. Conditional bequests.—If the trans-

fer is dependent upon the perfonnance of some

act or the happening of some event in order to

become effective, it is necessary that the per-
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formance of the act or the occurrence of the

event shall have taken place before the deduction

can be allowed.

If the legatee, devisee, donee, or trustee is em-

powered to divert the property or fund, in whole

or in part, to a use or purpose which would have

rendered it, to the extent that it is subject to such

power, not deductible had it been directly so be-

queathed, devised, or given by the decedent, deduc-

tion will be limited to that portion, if any, of

the property or fund which is exempt from an

exercise of such power.

The provisions of Ai-t.icles 44 ^nd 47 of Treasury

Regulations 80 (1934 Ed.) are identical with the above

quoted provisions.
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In the District Court of the United Statss in and for

the Southern District of California, Central

Division.

No. 1195-RJ-Civil

TODD W. JOHNSON,
Plaintiff,

vs.

UNITED STATES OF AJVIERICA,

Defendant.

COMPLAINT FOR THE RECOVERY OF
FEDERAL INCOME TAXES

Comes now the plaintiff and complains of defend-

ant and for his cause of action alleges as follows

:

I.

That plaintiff, Todd W. Johnson, is now and at all

times mentioned herein was a resident of the Coimty

of Los Angeles, State of California, and subject to

the jurisdiction of this Court.

IL

Plaintiff is a citizen of the United States of Amer-

ica, has always borne true faith and allegiance there-

to, and has never in any way either directly or in-

directly aided or abetted anyone in rebellion there-

against.

III.

The jurisdiction of this Coui-t in the premises is

dependent upon a Federal question in that the cause
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of action arises under the laws of the United States

pertaining to the Internal Revenue.

IV.

On or before March 15, 1936, the plaintiff filed his

Federal income tax return for the calendar year 1935,

reporting therein net taxable income of $26,541.18

and tax payable thereon of $3,118.95 which he paid

to defendant during the calendar year 1936.

V.

Subsequent to March 15, 1936, the Commissioner

of Internal Revenue made his audit of plaintiff's

said income tax return and erroneously determined

that plaintiff was liable for deficiency tax for said

year 1935 in the amount of [2] $7,821.89, plus interest

of $1,025.84, or a total of $8,847.73.

VI.

Said alleged deficiency tax resulted from the said

Commissioner erroneously and illegally determining

that plaintiff had a taxable net income of $54,860.13,

whereas plaintiff had a correct taxable net income

of only $28,074.31.

VII.

Said Commissioner erroneously determined that

taxpayer was taxable on all of the following fees re-

ceived by him during the calendar year 1935, where-

as he was only taxable on one-half thereof

:
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Viber Company legal work $ 112.00

Roy Tracy Income tax work 55.00

Wm. G. Kerckhofe Estate for legal work 31,791.67

Total $31,958.67

One-half $15,979.28

VIII.

Said fees were the community property of Esther

Jeanne Johnson and plaintiff, were earned prior to

March 4, 1935, were accounts receivable on said date,

were collected between March 4, 1935, and December

31, 1935, and only one-half thereof was taxable to

plaintiff and the other one-half thereof was taxable

to Esther Jeanne Johnson, the then wife of plaintiff.

IX.

Said Commissioner erroneously deteiTnined that

plaintiff's taxable distributable share of the earn-

ings of Johnson & Johnston, a partnership, as deter-

mined by him, was $23,91241, whereas his correct

taxable share of such earnings as determined by said

Commissioner, was $13,881.27. The difference of

$10,031.14 represents one-half of $20,062.28, which

in turn represents the community property interest

of said Esther Jeanne Johnson and plaintiff in the

collections of Johnson & Johnston from March 4,

1935, to December 31, 1935, all of which were earned

prior to March 4, 1935, but were accounts receivable

on that date and were collected between March 4,

and December 31, 1935. Plaintiff is not taxable upon

the community one-half of Esther Jeanne Johnson

of said fees.
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X.

For more than nine years prior to January 1,

1935, plaintiff and Esther [3] Jeanne Johnson were

husband and wife, and during all of said period re-

sided in the County of Los Angeles, State of Cali-

fornia. Plaintiff engaged in the i)ractice of law in

the City of Los Angeles on July 1, 1929, and con-

tinued such practice to May 26, 1933, without any

association with any other attorney. On May 26,

1933, plaintiff and one Philip D. Johnston, an attor-

ney at law theretofore employed by plaintiff, entered

into a partnership under the firm name of Johnson &

Johnston, to engage in the practice of law. This

partnership has continued to the present time. In

said partnership it was provided that portions of

certain fees for work already done by plaintiff on

cases in progress should not belong to the partner-

ship, but should belong to plaintiff. The fees set

forth in paragraph YII hereof consist of fees which

were paid directly to plaintiff under said partner-

ship agreement.

XL
On March 5, 1935, Esther Jeanne Johnson filed an

action in the Superior Court of Los Angeles County,

California, against plaintiff praying for a divorce

from him. On April 1, 1935, said court entered an

interlocutory decree of divorce, and on April 2, 1936,

said court entered an final decree of divorce, com-

pletely and finally dissolving and severing the bonds

of matrimony between her and plaintiff.
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XII.

After considerable negotiations between the attor-

neys for Esther Jeanne Johnson and plaintiff a

property settlement agreement was entered into be-

tween Esther Jeanne Johnson and plaintiff, a copy

of which is attached hereto, marked Exhibit "A,"

and made a part hereof the same as if set forth in

full in words and figures herein.

XIII.

At the same time that said Commissioner errone-

ously determined that plaintiff owed a deficiency in-

come tax for the calendar year 1935, in the sum of

$7,821.89, plus interest of $1,025.84, or a total of $8,-

847.73, he also determined that said Esther Jeanne

Johnson had made an over-payment of her income

tax for the calendar year 1935 in the sum of $3,006.80,

which she was entitled to have refunded together with

interest of $328.47, or a total of $3,335.27. This over-

payment resulted from the erroneous determination

by said Commissioner that plaintiff was taxable on

all of his earnings, both individually and as a partner

in Johnson & Johnston, from March 4, 1935, to De-

cember 31, 1935, whereas plaintiff was taxable only

on his community one-half thereof. By agreement

between Esther Jeanne Johnson, said Commissioner

and plaintiff said over-payment and interest thereon

was credited against said purported deficiency in-

come tax and interest, and on June 11, 1938, plaintiff

paid to defendant the difference of $5,512.56.
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XIY.

That plaintiff on April 2, 1940, filed his claim for

refund with defendant m the sum of $7,148.11. A
true and correct copy thereof is attached hereto,

marked Exhibit ^'B", and made a part hereof by-

reference. More than six months has elapsed since

the filing of said claim and on September 21, 1940,

said Commissioner rejected said claim for refund in

full. A true and correct copy of his letter rejecting

said claim is hereto attached, marked Exhibit "C".

XV.

That as a part of said agreement to credit said

overassessment of Esther Jeanne Johnson against

said purported deficiency income tax of plaintiff,

the said plaintiff agreed with said Commissioner that

in the event plaintiff should file a claim for refimd

or court action for recovery of income tax paid by

him for the year 1935 on income held to be his sep-

arate property and not community property, any re-

covery on the community property basis shall be

limited to the net amount after giving effect to the

resulting tax due from his wife and barred from

assessment against her by the statute of limitations.

XVI.
That if plaintiff's complaint is sustained in full

he will be entitled to a refund of $7,326.45 income

tax for the year 1935 and there would be a deficiency

income tax of $3,948.68 for 1935 due from Esther

Jeanne Johnson, his former wife, making a net re-
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fund of income tax for 1935 of $3,377.77 due plain-

tiff, plus $450.38 interest to June 11, 1938, the date

of payment thereof, or a total of $3,828.15. Plaintiff

would be entitled to interest at 6% on said $3,828.15

from June 11, 1938, as provided by law. [5]

XVII.

Said Commissioner in determining the net income

of Johnson & Johnston, a partnership, erroneously

disallowed deductions claimed by said partnership

as follows:

Club dues and expenses of Philip

D. Johnston at Bel Air Country

Club $ 587.21

Club dues and expenses of Todd W.
Johnson at Los Angeles Country-

Club 419.42

at Stock Exchange Club 13.91 433.33

Total Club dues and expenses dis-

allowed $1,020.54

That said plaintiff had a 75% interest in the net

earnings of said partnership and by disallowing said

clul) dues and expenses said Commissioner erron-

eously increased the net income of plaintiff' by 75%
thereof, or $775.40. Said club dues and expenses

were expended in entertaining clients and prospec-

tive clients, and tor no other purpose and were a

proper deduction for income tax jDurposes.

XVIIT.

Prior to Jamiary 1, 1935, said Philip D. Johnston

and plaintiff had agreed that said })artnershij)
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should pay said club dues and expenses out of the

income of the partnership before computing the net

income thereof to be distributed in the proportion

of 75% to plaintiff and 25% to said Philip D. John-

ston. In view of this oral modification of the part-

nership agreement the net income of plaintiff should

only be increased by the amount of the club dues and

expenses paid by the partnership for him or $433.33

even if said club dues and expenses are determined

by this court not to be proper deductions for income

tax purposes.

XIX.
Said claim for refund is the only claim for re-

fund filed by plaintiff in the premises and has not

been sold, assigned, or otherwise* transferred or dis-

posed of to any other person, and is the property of

the plaintiff at the present time.

XX.
The defendant erroneously and illegally collected

from the plaintiff and is illegally withholding from

plaintiff, and is indebted to the plaintiff in the [6]

sum of $3,828.15, together with interest thereon from

June 11, 1938, as provided by law, representing

amounts illegally exacted from plaintiff as Federal

Income Tax for the year 1935, and interest thereon

to June 11, 1938. Although often demanded by plain-

tiff, defendant has not, nor has anyone for it, re-

paid or refunded said sum or any part thereof to

plaintiff, or to anyone else for plaintiff's use, ben-

efit or account.
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FOR ANOTHER FURTHER AND SECOND
CAUSE OF ACTION

I.

Plaintiff realleges and here incorporates in this

his second cause of action Paragraphs I to XX, in-

clusive, of his First Cause of Action, and such ref-

erence makes the same a part of this cause of action

the same as if specifically set forth herein.

II.

During said negotiations leading up to said prop-

erty settlement agreement set forth in Paragraph

XII plaintiff offered to transfer to said Esther

Jeanne Johnson one-half of all community property

then owned and in addition to i^ay her one-half of

his collection from fees received for legal services

as an attorney up until the date a final degree of

divorce was entered, all of which constituted her

vested one-half interest in the community estate.

Esther Jeanne Johnson rejected this offer stating

that she desired to receive specific properties, free

and clear of debt, and a definite amount of cash

rather than to have a one-half interest in all the

community property, including one-half of an in-

definite amount of cash from fees as collected by

I)laintiff.

III.

As a result of said negotiations said property

settlement agreement was entered into. Pursuant to

said property settlement agreement and in complete

performance by plaintiff of its terms he transferred
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to Esther Jeanne Johnson property of a value at

least $26,010.42 in excess of the value of her one-

half interest in the community property existing on

March 4, 1935, other than fees earned by plaintiff.

[7]

IV.

Under said property settlement agreement plain-

tiff purchased from Esther Jeanne Johnson her one-

half interest in the fees earned by plaintiff individ-

ually and as a partner in the partnership of Johnson

& Johnston, by transferring to her property and cash

worth at least $26,010.42 more than the value of her

one-half of the community property other than such

fees.

V.

Plaintiff was entitled to recover said $26,010.42

out of the one-half community share of Esther

Jeanne Johnson in said fees which were earned but

not collected, before he received any income from

the collection thereof.

Wherefore, plaintiff prays judgment against the

defendant in the amount of $3,828.15 together with

interest thereon from June 11, 1938, as provided

by law, and for plaintiff 's costs of suit, and for such

other and further relief as the Court may deem meet

and proper in the premises.

PHILIP D. JOHNSTON
OTIS T. GRAHAM, Jr.

Attorneys for Plaintiff [8]

(Duly Verified) [9]



12 Todd W. Johnson vs.

EXHIBIT "A"

PROPERTY SETTLEMENT AGREEMENT

Tliis agreement, made and entered into this 4th

day of March, 1935, by and between Esther Jeanne

Johnson, also known as E. Jeanne Johnson, Party

of the First Part, and Todd W. Johnson, Party of

the Second Part, each of said parties being residents

of the City of Los Angeles, County of Los Angeles,

State of California;

Witnesseth

:

That, whereas, the parties to this agreement are

husband and wife, and owners of certain real and

personal property accumulated during their married

life, the title to some of which property is held in

joint tenancy and the title to some of which prop-

erty is held in the name of Party of the Second

Part; and there being certain debts owing by the

said parties, including income tax on the income of

the parties for the calendar year 1934 and 1935; and

Whereas, the Party of the First Part is about to

institute an action for divorce against the Party

of the Second Part, and it is the mutual desire of

the parties hereto that their respective property in-

terests be by this instrument determined and fixed

forever

;

Now, therefore, it is agreed:

1. That the Party of the First Part shall have

as her sole and separate property that certain real

property, the title to which stands in tlio name of
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"Todd W. Johnson and E. Jeanne Johnson, hus-

band and wife, as joint tenants", together with the

buildings thereon, which property is known as 868

Birchwood Drive, Los Angeles, California, and

which is more particularly described as: [10]

Lot 43, Tract 8422, as per Maps recorded in

Book 117, Pages 72 and 73 of Maps, in the

office of the County Recorder of said County.

2. That the said Party of the First Part shall

have as her sole and separate property that certain

real property, the title to which stands in the name

of "Todd W. Johnson and E. Jeanne Johnson, hus-

band and wife, as joint tenants", together with the

buildings thereon, which property is known as 9224

to 9240 West Pico, Los Angeles, California, and

w^hieh is more particularly described as:

Lots 8, 9, and 10, Tract 7580, as per Map re-

corded in Book 89, Pages 13 and 14 of Maps in

the office of the County Recorder of said

County.

3. That Party of the First Part shall have as

her sole and separate property all of the furniture,

furnishings, fixtures, and equipment contained in

the large house located at said 868 Birchwood Drive,

Los Angeles, California.

4. That Party of the First Part shall have as her

sole and separate projjerty that certain Packard

Coupe Automobile, registered in the name of the

Party of the Second Part.

5. That Partv of the First Part shall have as
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her sole and separate property all of her jewelry

and personal effects.

6. That the Party of the Second Part shall pay

to the Party of the First Part for her support and

maintenance the sum of Five Hundred ($500.00)

Dollars a month for a period of twelve (12) months,

commencing as of March 1, 1935; said amount to be

payable at the rate of Two Hundred Fifty ($250.00)

Dollars on the first and fifteenth of each month until

the total sum of Six Thousand ($6,000.00) Dollars

is paid.

7. That Party of the Second Part, in consider-

ation of making the monthly payments to Party

of the First Part, shall receive all of the rents i3ay-

able or accrued for a period of twelve (12) months,

commencing as of March 1, 1935, upon the [11] prop-

erty known as Lots 8, 9, and 10, Tract 7580. Party of

the Second Part agrees to paj^ prior to delinquency,

all taxes and lighting assessments levied against said

real property known as Lots 8, 9, and 10, Tract No.

7580, for and during the fiscal year from July 1,

1935 to and including June 30, 1936; and during the

twelve months period, commencing as of March 1,

1935, Party of the Second Part agrees to keep the

building and improvements on said real property

fully insured in the name of the Party of the First

Part at his own cost and expense ; agrees to pay the

cost of the maintenance and upkeep of said real

property; and agrees not to do, or cause or i)ermit

to be done, or create, cause to be created, or permit

to exist any act, thing, or conditinu with respect to
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said real property which might be prejudicial to

the rights and interests of Party of the First Part.

8. That Party of the Second Part shall have as

his sole and separate property the real estate here-

inafter described, the title to which real estate is

held in the manner listed below the description of

each property:

(a) That portion of Lots 21 and 22 of Tract

No. 6073 as recorded in Book 63, page 13 of

Maps, records of Los Angeles County, bounded

and described as follows, to-wit:

Beginning at the Southwest corner of Lot 19

of the above mentioned Tract No. 6073; thence

N. 84° 30' 30" E. 40 ft.; thence S. 21° 50' 12"

E. 290.25 ft.; thence S. 79° 04' 15" E. 102.58

ft.; thence S. 32° 08' 16" W. 743.77 ft. to a

point in the center line of Benedict Canyon

Road as shown on the aforesaid map of Tract

No. 6073, said point being also the beginning

of a curve concave to the Southwest and having

a radius of 280 ft., a radial line from said curve

at said point of beginning bears S. 40° 19' 40"

W. thence northwesterly along said curve thru

an angle of 19° 08' 05" and an arc of 93.51 ft.

to end of said curve; thence N. 21° 11' 35" E.

20 ft. to the most westerly corner of the above

mentioned lot 22; thence N. 21" 43' 30" E. 653.75

ft.; thence N. 5° 13' 25" W. 242.34 ft. to the

point of beginning of this description, contain-

ing an area of 3 acres more or less, excepting

therefrom that portion of easement granted
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to the City of Los Angeles by deed recorded in

Book 2110 page 391 Official Records of Los

Angeles County; also [12] excepting therefrom

any and all portions of Benedict Canyon Road

included within the above description; also ex-

cepting therefrom an easement for light of in-

gress and egress 22 ft. wide lying 11 ft. on

either side of the following described center

line, beginning at a point N. 84° 30' 30" E. 20

ft. from the aforesaid southwest corner of Lot

19; thence S. 5° 29' 30" E. 33 ft.; thence S.

28=^ E. 168 ft.; thence S. 2° 30' W. 210 ft;

thence S. 56° E. 30 ft; thence N. 64° E. 80 ft.

more or less, excepting therefrom any portion

of last described easement lying in the afore-

said easement as recorded in Book 2110, Page

391, Official Records.

Title to the next" above described property is

held in the name of "Todd W. Johnson". This

is a vacant parcel of land which was received

as a fee from the Ince Corporation.

(b) Lot 49, Tract 8025, as per Map re-

corded in Book 100, Pages 3 and 4 of Maps,

records of Los Angeles County, State of Cal-

ifornia.

Title to the next above described property is

held in the names of "Todd W. Johnson and

Esther Jeanne Johnson, husband and wife, as

joint tenants". This property is a vacant lot

located in the County near the town of Pico,

California.

(c) Lots 142, 161, 162, 163, 164, and 165
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of Tract 5070, in the City of and County of

Los Angeles, State of California, as per Map
recorded in Book 57, Pages 53 and 54 of Maps

in the office of the County Recorder of said

County.

Title to the next above described property is

held in the names of "Todd W. Johnson and

E. Jeanne Johnson, his wife, as joint ten-

ants". This property is known as 1101-1119

South La Brea, Los Angeles, California.

9. That Party of the Second Part shall have as

his sole and separate property the following per-

sonal property, the title to which stands in his name

:

300 shares of Citizens National Trust & Sav-

ings Bank stock;

200 shares of Dunhill International stock;

His interest in the partnership of Johnson

& Johnston, attorneys-at-law

;

All bank accounts standing in his name

;

The Auburn Sedan Automobile;

Any fees outstanding for services performed

by Party of the Second Part; and

Any other real or personal property standing

in the name of either the Party of the First

Part or Party of the Second Pai-t, or in the

name of both of them as joint tenants and not

specifically mentioned herein as being the sole

and separate property of Esther Jeanne John-

son. [13]

10. The parties hereto further agree that they
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will execute quitclaim deeds of their record interests

iu the real estate hereinabove mentioned to confirm

the record title to this agreement ; and further agree

that they will execute any necessary conveyances or

releases of the personal property mentioned above

to insure each of the parties hereto having a clear

title to their personal property in accordance with

this agreement. It is further agreed that this agree-

ment may be construed as a quitclaim deed, passing

title from the one party hereto to the other of the

various and respective interests by this agreement

agreed to be passed, and that it may be construed

as a Bill of Sale, passing title from the one party

hereto to the other of the various and respective in-

terests in the personal property agreed to be passed

;

but, nevertheless, each of the parties hereto agrees

to execute upon demand any other or further docu-

ment that might be deemed necessary or convenient

in order to fully and faithfully effectuate the ob-

jectives and purj^oses hereof.

11. Party of the Second Part further agrees to

assume and pay the income tax due from both par-

ties for the calendar years 1934 and 1935, any other

debts contracted by Party of the Second Part, and

any debts contracted by either or both of the parties

while they were living together.

^'2. Party of the Second Part agrees to pay to

Party of the First Part, or for her benefit, $750.00

for attorneys' fees, together with court costs in-

curred, or to be incurred, in connection Avith this

agreement and in connection with any divorce action
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that party of the First Part might institute against

Party of the Second Part.

13. It is further agreed that this agreement shall

be in lieu of all other compensation or claims of any

kind in favor of either party against the other; and

that henceforth neither [14] party will be responsible

for the debts or obligations of the other, except as

above provided.

14. It is agreed that this agreement may be in-

corporated in any decree that might be rendered in

any divorce action between the parties hereto; and

the parties hereto hereby expressly consent to any

court order conforming herewith.

15. It is expressly understood and agreed that

this agreement supersedes any previous agreement,

oral or in writing, between the parties hereto with

respects to their respective property rights ; and any

such previous agreements are hereby expressly abro-

gated, annulled, and pronounced to be of no fur-

ther force or effect.

In witness whereof, we have hereunto set our

hands and seals the day and year first above men-

tioned.

ESTHER JEANNE JOHNSON
Party of the First Part

TODD W. JOHNSON
Party of the Second Part [15]
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State of California

County of Los Angeles—ss.

On this 4tli day of March, 1935, before me, the

undersigned, a Notary Pviblic in and for said

County and State, personally appeared Esther

Jeanne Johnson, also known as E. Jeanne Johnson,

known to me to be the j)erson whose name is sub-

scribed to the within instrument, and acknowledged

to me that she executed the same.

In witness whereof, I have hereunto set my hand

and affixed my official seal the day and year in this

certificate first above written.

MARY K. SUTEE
Notary Public in and for said

State and County.

My Commission Expires July 17, 1935

State of California

County of Los Angeles—ss.

On this 4th day of March, 1935, before me, the

undersigned, a Notary Public in and for said

County and State, personally appeared Todd W.
Johnson, known to me to be the person whose name
is subscribed to the within instrument, and ack-

nowledged to me that he executed the same.

In witness whereof, I have hereunto set my hand

and affixed my official seal the day and year in this

certificate first above written.

, MARY K. SUTER
Notary Public in and for said

State and County.

My Commission Expires July 17, 1935. [16]
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EXHIBIT "B"

CLAIM

To be filed with the Collector where assessment

was made or tax paid.

Form 843 Treasury Department Internal Revenue

Service Revised June 1930

Collector's Stamp (date received)

The Collector will indicate in the block below the

kind of claim filed, and fill in the certificate on the

reverse side.

[ ] Refund of tax illegally collected.

[ ] Refund of Amount Paid for stamps unused,

or used in error or excess.

[ } Abatement of tax assessed (not applicable

to estate or income taxes).

State of California

County of Los Angeles—ss.

[Type or Print]

Name of taxpayer or purchaser of stamps—Todd
W. Johnson

Business address—433 South Spring Street, Los

Angeles, California

Residence—1280 Benedict Canyon Drive, Los An-

geles, California

The deponent, being duly sworn according to law,

deposes and says that this statement is made on

behalf of the taxpayer named, and that the facts

given below are true and complete

:

1. District in which return (if any) was filed

—

Sixth California
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Exhibit "B" (Continued)

2. Period (if for income tax, make separate

form for each taxable year) from—January 1, 1935,

to December 31, 1935

3. Character of assessment or tax—Income Tax

4. Amount of assessment, $10,940.84; dates of

payment $7,821.89 paid and credited 6/11/38;

$3118.95 paid as follows: $779.74 on 2/6/36; $779.74

on 6/4/36; $779.74 on 9/14/36; and $779.73 on 12/

10/36.

5. Date stamps were purchased from the Gov-

ernment

—

6. Amount to l)e refunded—$7,148.11

7. Amount to be abated (not applicable to in-

come or estate taxes) $

—

8. The time within which this claim may be

legally tiled expires, under Section— of the Eevenue

Act of 19—, on June 11, 1940.

The dei^onent verily believes that this claim

should be allowed for the following reasons

:

See attached rider which is made a part hereof

by reference.

(Attach letter-size sheets if space is not sufficient)

SworTi to and subscribed before me this — day

of — 193 (signature of officer administering oath)

(Title)

Signed

(See instructions on reverse side) [17]



United States of America 23

Exhibit "B" (Continued)

CERTIFICATE

I certify that an examination of the records of

this office shows the following facts as to the assess-

ment and payment of the tax:

Claim No

Character of assessment and period covered, List,

Year, Month, Account No. or Page, Line, Amount

assessed $ Total $

Paid, Abated, or Credited, Date, Amount $

Total, $ Claim No

I certify that the records of this office show the

following facts as to the purchase of stamps:

To Whom Sold or Issued, Kind, Number, Denom-

ination, Date of sale or issue. Amount $

If special tax stamp, state : Serial number, Period

commencing

—

Collector of Internal Revenue (District)

Committee on claims

Amount claimed $

Amount allowed $

Amount rejected $

Claim examined by— Claim approved by— Chief

of Division.

Instructions

1. The claim must be set forth in detail and

under oath each ground upon which it is made, and

facts sufficient to appraise the Commissioner of the

exact basis thereof.
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Exhibit ''B" (Continued)

2. The claim should l)e sworn to by the taxpayer,

if possible. Whenever it is necessary to have the

claim executed by an attorney or agent, on behalf

of the taxpayer, an authenticated copy of the docu-

ment specifically authorizing such agent or attorney

to sign the claim on behalf of the taxpayer shall

accompany the claim. The oath will be administered

without charge by any collector, deputy collector^

or internal revenue agent.

3. If a return is filed by an individual and a

refund clami is thereafter filed by a legal repre-

sentative of the deceased, certified copies of the

letters testamentary, letters of administration, or

other similar evidence must be annexed to the claim,

to show the authority of the executor, administrator,

or other fiduciary by whom the claim is filed. If an

executor, administrator, guardian, trustee, receiver,

or other fiduciary files a return and thereafter re-

fund claim is filed by the same fiduciary, documen-

tary evidence to establish the legal authority of the

fiduciary need not accompany the claim, provided

a statement is made on the claim showing that the

return was filed by the fiduciary and that the latter

is still acting.

4. Where the taxpayer is a corporation, the

claim shall be signed with the corporate name, fol-

lowed by the signature and title of the officer having

authority to sign for the corporation.
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Exhibit "B" (Continued)

The Commissioner of Internal Revenue

erroneously determined that taxpayer

had the following net income for the

calendar year 1935: $54,860.13

1. The Commissioner of Internal Rev-

enue erroneously determined that

taxpayer was taxable on all of the

following fees whereas he was only

taxable on one-half thereof:

Viber Company legal

work $ 112.00

Ray Tracy Income tax

work 55.00

Wm. G. Kerckhofe Es-

tate Tax case 31,791.67

Total Fees 31,958.57

One-half $15,979.28

2. The Commissioner erroneously de-

termined that taxpayer's taxable

distributable share of the earnings

of Johnson & Johnston, a partner-

ship, was $23,912.41 whereas his

correct taxable share was $13,881.27,

a diiference of 10,031.14

Total excess income as determined

by the Commissioner 26,010.42

Correct Net Income $28,849.71

Tax liability as determined by
Commissioner 10,940.84

Correct tax liability 3,792.73

Overassessment $ 7,148.11

In the agreement signed by taxpayer on April

20, 1938, waiving the restrictions on assessing the

tax determined by Commissioner the taxpayer

agreed as follows:
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Exhibit "B" (Continued)

"2. The taxpayer has not agreed not to

file a claim for refund, but should he file a

claim for refund or court action for recovery

of tax paid by him for the year 1935 on income

held to be his separate property and not com-

munity property, that any recovery on the com-

munity property basis shall be limited to the

net amount after giving effect to the resulting

tax due from his wife and barred from assess-

ment by the statute of limitations."

Accordingly, the taxpayer is entitled to a refund

of $7,148.11, plus interest as allowed by law on his

payments of tax and interest, less the [18] amount of

tax which should have been paid by taxpayer's ex-

wife, Esther Jeanne Johnson (now Haskell).

DISCUSSION OF FACTS AND LAW
INVOLVED

1. The Viber Company and Tracy fees were for

work completed long prior to January 1, 1935, but

they were unable to pay the fees in full and paid

in installments.

The Wm. G. Kerckhoff Estate tax fee was for a

case completed prior to March 4, 1935, the date tax-

payer entered into a property settlement with his

then wife, Esther Jeanne Johnson. A total fee of

$42,398.93 had been fixed and agreed to on this case

prior to March 4, 1935. However, pajTnent was not

demanded nor received until after March 4, 1935.
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Exhibit "B" (Continued)

Todd W. Johnson, the taxpayer, and Phillip D.

Johnston, on May 26, 1933, entered into a partner-

ship agreement. At that time the two partners sur-

veyed the work done and to be done on this case

and agreed that the case was 75% completed and

accordingly it was agreed that 75% of the ultimate

fee would be paid to Todd W. Johnson and 25% of

the fee would be paid to Johnson and Johnston.

When the fee was collected 75% or $31,791.67 was

received by Todd W. Johnson and 25% or $10,597.26

was received by the partnership of Johnson and

Johnston.

On March 4, 1935, the sum of $31,791.67 repre-

sented an account receivable due Todd W. Johnson

and the sum of $10,597.26 represented an account

receivable due Johnson & Johnston. Inasmuch as

these accounts receivable were for services per-

formed between 1929 and March 4, 1935, w^hile tax-

payer was married to Esther Jeanne Johnson, they

were property and the community property of tax-

payer and said Esther Jeanne Johnson.

Any fees earned by Todd W. Johnson prior to

the property settlement agreement of March 4,

1935 were clearly the community property of Todd

W. Johnson and Esther Jeanne Johnson. If no

property settlement had been agreed to and the

parties were finally divorced, the said Esther Jeanne

Johnson would have been entitled to receive her

one-half community interest in all fees earned prior

to the final divorce.
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Exhibit "B" (Continued)

To illustrate this point reference is made to the

case of King v. Commissioner, 26 B.T.A. 1158, 13

A.F.T.R. 747. In this case the lawyer entered into

a contingent fee contract with a client and there-

after the wife died. At her death a favorable judg-

ment in the lower court had been obtained by such

lawyer, but the case had been appealed. After her

death a settlement was made whereby the lawyer's

client was paid a sum somewhat less than the judg-

ment which had been obtained in the lower court.

His contingent fee was of course also collected after

the death of his wife. In filing his income tax return,

the lawyer included only one-half of this contingent

fee and claimed that his wife's [19] estate was tax-

able on the other one-half. The Conmiissioner held

that the lawyer was taxable on all of this contingent

fee, and that the wife's estate was taxable on none

of it.

The Court in a well reasoned opinion held that

the husband was taxable only on one-half of this

fee and used the following language

:

''The fact that the marital relationship was

dissolved l)y death before the condition was

fully performed does not affect the property

interest in the fee when it was received be-

cause * * * it is the time of the inception of the

initial right which determined the status of

the property * * *"

Manifestly, the dissulution of the marital lola-

tionship either by divorce, or death, couM not
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Exhibit "B" (Continued)

change the status or property interest in fees al-

ready earned when such relationship was dissolved.

Therefore it is quite clear that in the absence of

any specific agreement a divorced wife would retain

her one-half community interest in fees earned

prior to a divorce.

From the above it is quite clear that, despite the

divorce, had there been no community property

settlement one-half of all fees earned prior to March

4, 1935 would have been the community property of

Todd W. Johnson and Esther Jeanne Johnson, and

said Todd W. Johnson would have been taxable only

on one-half thereof, because said Esther Jeanne

Johnson would have received one-half thereof as

her part of the community property. It is also clear

that a husband and wife may agree between them-

selves that all present or future earnings of either

spouse shall be the separate property of the par-

ticular spouse earning the same. If the particular

spouse giving up his or her one-half community

share of such earnings does so without consideration

the lower court and Board decisions seem to erron-

eously hold that such earnings become the separate

property of the particular spouse earning the same

and he or she is taxable on 100% thereof. H. G.

Ferguson v. Commissioner, 34 B.T.A. 522. The claim

is made herein that until a final divorce decree is

entered, said income is taxable one-half to the hus-

band and one-half to the wife.
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Furthermore, under the laws of California a hus-

hand and wife may enter into any valid contract

with each other including a purchase or sale con-

tract. California Civil Code, Section 158; Ran v.

Ran, 100 Cal. 276, 34 Pac. 775 ; Smith v. Smith, 47

Cal. App. 650, 191 Pac. 60; Gray v. Perlis, 76 Cal.

App. 511, 245 Pac. 212; Rayburn v. Rayburn, 54

Cal. App. 69, 200 Pac. 1064 ; Grant v. Commissioner,

29 B.T.A. 760.

Inasmuch as a husband can enter into any valid

contract with his wife, Todd W. Johnson could and

did agree to purchase from Esther Jeanne Johnson

all of her community one-half interest in the fees

earned prior to March 4, 1935. Had he paid her a

specific sum in cash for her community one-half in-

terest in such fees the matter would appear quite [20]

simple. In the case of Helvering v. Smith, 90 Fed.

(2d) 590, 199 A.F.T.R. 889, the retiring partner

in a law partnership was paid by the remaining

partners a lump sum of $125,000.00 for his interest

in the legal fees earned prior to his retirement. The

court rejected the theory that the transaction was

strictly a sale of partnership interest, but held that

it was a present payment for "income already

earned ])ut not reported by a cash receipts taxpayer

until collected from the firm's clients. As all such

collections would be taxable as ordinary income the

replacement of such future income with the cash

pa>Tnent was lield to result in present taxation in

the same manner."
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As stated in Helvering v. Smith, Supra, except

for this purchase and release, Todd W. Johnson

would have "turned over to" her, her "existing in-

terest in earnings already made." "The commuted

payment merely replaced the future income with

cash.
'

'

On the facts in the Smith case it is believed that

anyone would concede that the remaining partners

were entitled to recover the $125,000.00 paid to

Smith, out of his former percentage of the fees,

before the remaining partners would receive any

income from the collection of his former share of

the fees. See Hallowell, et al., v. Commissioner, de-

cided January 5, 1939, 39 B.T.A. 7, Para. 6.103,

Prentice Hall B.T.A. decisions for 1939. The prin-

ciple of this case and the other mentioned above

when applied to the present situation would mean

that to the extent that Todd W. Johnson paid Es-

ther Jeanne Johnson in cash and property for her

one-half community interest in such fees, that he is

entitled to recover such cost before he receives any

income by reason of the collection of her community

one-half share of such fees.

In making such property settlement of March 4,

1935, Todd W. Johnson had a number of discus-

sions with the attorneys for Mrs. Johnson during

which the community property then owned and the

legal fees earned but not i3aid were considered at

great length. The amount of such fees earned but

not collected received careful consideration and es-
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timates were made by Mr. Johnson and the attor-

neys as to the probable amount thereof. Mrs. John-

son was entitled to receive an undivided one-half

interest in all property owned plus her one-half

share in fees earned but not collected. She preferred

to receive a lump sum settlement in property and

cash so that she and Mr. Johnson would not own
interests in the same property. When the settlement

was actually agreed to, she received considerably

more than one-half of the community real and jDcr-

sonal property other than such fees, and also re-

ceived $6,000.00 in cash. Both Mr. Johnson and the

attorneys for Mrs. Johnson considered that the ex-

cess property and cash received by her was in lieu

of and in payment for her share in such fees earned

but not collected.

Todd W. Johnson, the taxpayer, claims that he

is not taxable on any part of the $27,333.38 col-

lected by him in the year 1935 which was earned

prior to March 4, 1935, but represented the com-

munity one-half share of Mrs. Johnson in such fees

because of the fact that he paid the [21] full value in

property or cash in such property settlement. A case

illustrating this point is that of McWilliams, 15

B.T.A. 329, where it was held that where a taxpayer

purchased the interest of his partner in the profits

earned during the current year, that such profits were

not taxable income to the taxpayer as they were ac-

quired in a capital transaction. Also see Bull v.

United States, 295 U.S. 247, 55 Sup. Crt. 695, 15

A.F.T.R. 1069.
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2. The community one-half interest of Mrs.

Johnson is the sum of $10,031.14 in the firm of John-

son and Johnston is arrived at as follows:

Bartholomae Oil Corp. fee $ 2,957.50

John B. Newman Estate fee 1,500.00

John Gilbert fee 1,000.00

Gertrude Titus-Reeves Estate fee.... 2,700.35

Crosby Productions Inc. fee 300.00

Aztec Brewing Co. fee 1,000.00

Carver Investment Co. fee 340.86

Will E. Keller Estate fee 1,500.00

L. M. McDonald fee 795.15

Kerckhoff Estate Tax fee 8,477.81

Kerckhoff County Tax case fee 6,188.04

Total $26,759.71

75% of Todd W. Johnson and

Esther Jeanne Johnson $20,062.28

The Bartholomae Oil Company fee was in con-

nection with transferee income taxes completed

July 13, 1933. The corporation was not in a finan-

cial position to pay the total fee when the work was

finished and a balance of $2,957.50 was collected

during the year 1935.

The John B. Newman Estate fee involved an es-

tate tax case completed October 14, 1932. This es-

tate was financially unable to pay the total fee

when the work was completed and $1,500.00 was re-

ceived on this fee in the year 1935.

The John Gilbert fee represented income tax

work completed in March, 1934. We neglected to

send out a bill for this fee of $1,000.00 until 1935,

at which time it was paid.
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Exhibit "B" (Continued)

The Gertrude Titus-Reeves estate fee of $2,700.35

involved an estate tax net which was completed

during November of 1934. The fee was billed on

January 7, 1935 and paid on January 11, 1935.

The Crosby Productions Inc. fee of $300.00 rep-

resents a bookkeeping charge for this corporation

for October, November, and December, [22] 1934.

These books were kept by an accountant in our office

and bills were always sent in the month following the

completion of a full quarter's work.

The Aztec Brewing Company fee of $1,000.00

was for income tax work during the year 1933, to

October 31, 1934.

The Carver Investment Company fee of $384.86

involved a tax case which was completed November

5, 1934.

The Will E. Keller Estate fee of $1,500.00 repre-

sented a payment on account of work done prior to

March 4, 1935. The total amount due for work done

prior to March 4, 1935, was in excess of $1,500.00

l)nt this payment was received on account during

the year.

The L. M. McDonald fee involved income tax

work completed in 1935. Our record show^s that

351/2 hours' work was done prior to March 4, 1935,

and eight hours' work was done after that time. The

work was more than 80% complete as of March 4,

1935, and the total fee received was $981.44. I have

treated 80% of the fee, $785.15, as having l)een

earned prior to March 4, 1935.
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Exhibit "B" (Continued)

The Kerckhoff estate tax fee of $10,597.26 repre-

sents 25% of the total fee heretofore mentioned, the

said 75% having been paid to Todd W. Johnson for

work done prior to May 26, 1933. More than 80% of

the remaining work to be done on this case was com-

pleted prior to March 4, 1935. However, I have

treated only 80%), or $8,477.81, of the fee as having

been earned prior to that time.

The Kerckhoff county tax case involved a total

fee of $9,576.51 of which the amount of $6,188.04

was collected in 1935, and $3,488.47 in February of

1936. The total time spent on this case was 4001/2

hours, of which 3051/0 hours had been spent prior to

March 4, 1935. Inasmuch as more than $6,188.04

had been earned prior to March 4, 1935, I have

treated the entire amount collected as having been

earned prior to that time.

The reasons why the community one-half inter-

est of Esther Jeanne Johnson in the fees of John-

son and Johnston are not taxable to Todd W. John-

son are the same as mentioned with reference to the

individual fees of Todd W. Johnson. Such reasons

will not be repeated here but are hereby incorporated

by reference. [23]

In addition to the above errors the Commissioner

added to the partnership income of Todd W. John-

son $775.40 by disallowing $1,020.54 Club dues paid

for the partners. The item is made up as follows

:

Club dues and expenses of Philip

D. Johnston at Bel Air Country

Club I 587.21



36 Todd W. Johnson vs.

Exhibit "B" (Continued)

Club dues and expenses of Todd

W. Johnson at Los Angeles Coun-

try Club 419.42

Club dues and expenses of Todd

W. Johnson at Stock Exchange

Club 13.91

Total $ 1,020.54

All of these payments represented ordinary and

necessary business expense of the partnership, and

the net income of Todd W. Johnson should be re-

duced by $775.40. Furthermore, should the Com-

missioner be sustained in disallowing these ex-

penses, the income of Todd W. Johnson should have

been increased only by $433.33, the expense paid

for him and not by $775.40 which latter figure rep-

resents 75% of the expenses paid for both partners.

[24]

EXHIBIT "C"

TREASURY DEPARTMENT

Washington

Sept. 21, 1940

Office of

Commissioner of Internal Revenue

Address reply to

Commissioner of Internal Revenue

and refer to

IT:CL:CC: 4-CCP
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Mr. Todd W. Johnson,

433 S. Spring Street,

Los Angeles, California.

In re: Claim for refund of $7,148.11.

For the year 1935.

Sir:

Reference is made to the revenue agent's report

upon an investigation of your tax liability dated

July 9, 1940, a copy of which was forwarded you,

wherein you were informed that the claim for re-

fund indicated above will be disallowed.

In accordance with the provisions of existing in-

ternal revenue law, notice is hereby given of the

disallowance of your claim in full.

Respectfully,

GUY T. HELVERING
Commissioner.

By G. MOONEY
Deputy Commissioner.

[Endorsed] : Filed Oct. 1, 1940. [25]
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[Title of District Court and Cause.]

DEFENDANT'S ANSWER

ANSWER TO FIRST CAUSE OF ACTION

Comes now the defendant in above-entitled action

and in answer to the first cause of action of plain-

tiff's complaint herein, admits, denies and alleges:

I.

Admits the allegations contained in Paragraph

I thereof.

II.

Admits the allegations contained in Paragraph

II thereof.

III.

Admits the allegations contained in ParagTaph

III thereof.

IV.

Admits the allegations contained in Paragraph

IV thereof.

V.

Admits the allegations contained in Paragraph

V thereof, except that defendant denies that the

Commissioner's determination, referred to in said

Paragraph, was erroneous. [26]

VI.

Denies the allegations contained in Paragraph

VI thereof, and in that connection alleges that

plaintiff had a net taxable income for the year

1935 amounting to $54,860.13.
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VII.

Denies the allegations contained in Paragraph

VII thereof.

VIII.

States that it is without knowledge or informa-

tion sufficient to form a belief as to the truth of the

allegations contained in Paragraph VIII thereof,

but si^ecifically denies that only one-half of said

fees and accounts receivable was taxable to

plaintiff.

IX.

Denies the allegations contained in Paragraph

IX thereof; except that defendant admits that

$10,031.14 is one-half of $20,062.28.

X.

Admits the allegations contained in Paragraph

X thereof, except that defendant states that it is

without information sufficient to form a belief as

to the truth of the averment concerning the terms

of said pai^:nership agreement, and the averment

concerning the identity and amounts of fees that

were paid directly to plaintiff.

XI.

Admits the allegations contained in Paragraph

XI thereof.

XII.

Admits the allegations contained in Paragraph

XII thereof and alleges that said property settle-

ment [27] agreement was dated and executed by

the parties on the fourth day of March, 1935.
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XIII.

Admits the allegations contained in Paragraph

XIII thereof, except that defendant denies that

the determinations of the Commissioner in said

Paragraph referred to, were erroneous; and denies

that plaintiff was taxable only on one-half of said

income.

XIV.

Admits the allegations contained in Paragraph

XIV thereof.

XV.

Admits the allegations contained in Paragraph

XV thereof.

XVI.

States that it is without knowledge or informa-

tion sufficient to form a belief as to the truth of

the allegations contained in Paragraph XVI
thereof.

XVII.

Denies the allegations contained in Paragraph

XVII thereof, except that defendant states that

it is without knowledge or information sufficient

to form a belief as to the tmth of the avennent

that plaintiff had a seventy-five per cent interest

in the net earnings of said partnership, and the

averment that said club dues and said expenses

in any amount were spent in entertaining clients

and/or prospective clients.
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XVIII.

States that it is without knowledge or informa-

tion sufficient to form a belief as to the truth of

the allegations contained in Paragraph XVIII
thereof. [28]

XIX.

Admits the allegations contained in Paragraph

XIX thereof.

XX.
Denies the allegations contained in Paragraph

XX thereof, except that defendant admits that

no part of said sum has been repaid or refunded

to plaintiff, or to anyone else on his behalf.

ANSWER TO SECOND CAUSE OF ACTION

In answer to the second cause of action of plain-

tiff's complaint, defendant admits, denies and

alleges

:

I.

In answer to Paragraph I thereof, defendant

by reference incorporates herein its answers to

plaintiff's first cause of action and makes said

answers a part hereof the same as though ex-

pressly set forth herein.

II.

States that it is without knowledge or informa-

tion sufficient to form a belief as to the truth of

the allegations contained in Paragraph II thereof.

Defendant, however, denies the materiality and
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competency of the allegations contained in said

Paragraph and in that connection alleges the fact

to be that the terms of said property settlement

agreement are certain and unambiguous.

III.

States that ii is without knowledge or informa-

tion sufficient to form a belief as to the truth of

the allegations contained in Paragraph III thereof.

[29]

IV.

Denies the allegations contained in Paragraph

IV thereof.

V.

Denies the allegations contained in Paragraph

V thereof.

Wherefore, having fully answered, defendant

prays that it be hence dismissed with its costs in

this behalf expended.

WM. FLEET PALMER,
United States Attorney.

E. H. MITCHELL,
Asst. U. S. Attorney.

ARMOND MONROE JEWELL,
Asst. U. S. Attorney.

EUGENE HARPOLE,
Special Attorney,

Bureau of Internal Revenue.

By: E. H. MITCHELL,
Attorneys for Defendant.

[Endorsed]: Filed Jan. 4, 1941. [30]
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[Title of District Court and Cause.]

OPINION

Todd W. Johnson, Esquire of Los Angeles, Cali-

fornia, in propria persona, Plaintiff.

Edward H. Mitchell, Assistant United States At-

torney, of Los Angeles, California, for De-

fendant.

J. F. T. O'Connor, Judge.

This is an action for the recovery of $7,821.89,

including interest thereon, which was allegedly ille-

gally assessed against and collected from Todd W.
Johnson, the plaintiff, by the United States Depart-

ment of Internal Revenue, as income tax; and also

to allow a certain deduction for business expenses.

The controversy is predicated upon the following

facts

:

During 1921 the plaintiff, Todd W. Johnson,

married Esther Jeanne Johnson, and thereafter the

plaintiff and his then wife accumulated considerable

property, tangible and intangible, in the aggregate

amount of $131,839.51. Of this $131,839.51, the sum

of $77,220.44 was attributable to the wife's con-

tribution to the community, and $54,619.07 was

attributable to the contribution of the plaintiff to

the community assets. All of the said property was

held either as community property or under joint

tenancy.

On January 1. 1935, the plaintiff and his then

wife separated and this separation subsequently
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resulted in the entry of a final decree of divorce

between Todd W. Jolinson and Esther Jeanne

Johnson on April 2, 1936, the interlocutory decree

of divorce having been entered on April 1, 1935.

Prior to the divorce, viz. on March 4, 1935, a Prop-

erty Settlement Agreement had been entered into

between the plaintiff and his then wife, Esther

Jeanne Johnson, whereby a dissolution of the com-

munity character of the property was consummated

and the property was divided as is hereinafter in-

dicated: by virtue of the said agreement Esther

Jeanne Johnson was allotted miscellaneous prop-

erties and cash in the amount of $65,919.75, repre-

senting one-half of the entire assets, and Todd W.
Johnson was given an equal sum of $65,919.75 as

his proportionate share. In the $65,919.75 com-

prising the plaintiff's one-half interest were in-

cluded certain accounts receivable amounting to

$52,028.45. Said accounts consisted of attorney's

fees earned from the plaintiff's practice as an

attorney at law, which were collected between March

4, 1935 and December 31, 1935. The income tax on

the amounts collected from these accounts receivable

is the principal basis of this litigation.

It is the contention of the Government, and con-

ceded by the plaintiff [31] in his closing reply

brief, that the transaction between himself and

Mrs. Johnson constituted a division or partition of

the conmiunity and joint tenancy assets, and not a

sale or exchange of properties. For this reason the

theory of a sale or exchange of properties will not
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be further noted. The gift theory advanced by the

plaintiff was eliminated from the record by the

court at the time of trial.

The plaintiff was a member of the law firm of

Johnson and Johnston, wherein Mr. Johnson had

a 75% interest, and his partner a 25% interest in

the net earnings of the partnership. During the

year 1935, $1020.54 was disbursed by the partners,

purportedly consisting of necessary club dues and

expenses, for the purposes of securing and enter-

taining prospective clients and otherwise building

up the business. By reason thereof the plaintiff

claims a deduction of $775.40, which amount repre-

sents a 75% interest in the total partnership ex-

penditures for the above club dues and expenses.

The Government contends that this deduction

should not be allowed because the expenses were

not ordinary and necessary and did not directly

relate to the partnership business, but were merely

for the personal pleasure of the plaintiff.

The two questions involved under the facts are

propounded by the plaintiff in his opening brief

:

(1) "What part, if any, of the fees earned by

plaintiff as an attorney at law and constituting

accounts receivable on March 4, 1935, when a

l^roperty settlement agreement was executed by

plaintiff and his then wife, and which were

collected by plaintiff between March 4, 1935,

and December 31, 1935, was taxable to plain-

tiff and what part, if any, was taxable to his

then wife?"
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(2) "Is plaintiff entitled to deduct as a busi-

ness expense certain club dues and expenses %
'

'

The solution of the first question requires a de-

termination of the legal effect of the property settle-

ment agreement, and the status of the accounts

receivable subsequent to its execution.

Section 158 of the California Civil Code provides

in part:

** Either husband or wife may enter into any

engagement or transaction with the other * * *

respecting property, which either might if un-

married."

Section 159 also provides that:

*'A husband and wife cannot by contract

with each other, alter their legal relations ex-

cept as to property." [32]

Under these sections the spouses are enabled, by

contract, to convert community property into sep-

arate property, and vice versa. 12 New Cal. Dig.

(McKinney) 485. In consequence of the partition

the community assets became the ''sole and sep-

arate" property of the respective parties by the

very terms of the agreement. The legal effect of

the transaction was to dissolve the community and

joint tenancy character of the property, and trans-

mute the same into separate property. Therefore,

the accounts receivable, in the amount of $52,028.45

became the separate property of the plaintiff and

were taxable as such when collected, inasmuch as

the income tax was levied on a cash basis. The

plaintiff strenuously urges that he is taxable, in
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any event, for only $17,166.46; this being the differ-

ence between $34,861.99 or cost basis to the com-

munity placed upon the accounts receivable and the

market value of $52,028.45. This contention would

be tenable if the subject matter to be taxed were

derived from a source which had already been taxed

and the property subsequently disposed of at a

profit. But here, the accounts receivable were

original income and a capital transaction was not

involved. The plaintiff is denied recovery.

Answering the plaintiff's second question con-

cerning a deduction of certain club dues as a busi-

ness expense, the law seems to be well settled. Sec-

tion 23 of the Internal Revenue Code ; 26 U. S. C. A.

sec. 23 (a)(1), provides: ''All the ordinary and

necessary expenses paid or incurred during the

taxable year in carrying on any trade or business

* * *," shall be allowed as deductions in computing

net income. Among the many cases construing the

pertinent provisions of this statute only a few will

be cited. In Louis Boehm, 35 B. T. A. 1106, the

Board said:

"It is noted that in cases where expenditures

of a social nature have been held to be de-

ductible business expenses, proof was presented

to show that such expenditures had a direct

relation to the conduct of a business or the

business benefits expected * * *" E. E. Dick-

inson, 8 B. T. A. 722 ; Wade H. Ellis, 15 B. T. A.

1075; Aff., 50 F. (2d) 343; Blackner v. Com-

missioner, 70 F. (2d) 255.
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Although most of the cases cited in the above

quotation denied the requested deduction, yet the

principle is the same. Whether or not certain ex-

penditures are deductible as "ordinary and neces-

sary" expense in a particular business, is a question

of fact. Willcuts V. Minnesota Tribune Co., 103

F. (2d) 947. [33]

The position of the plaintiff with respect to the

necessity of incurring the club dues and expenses

in question is disclosed by his uncontradicted testi-

mony. He stated:

"When I left the Government service in

1929, * * * I had only one piece of business,

which was to appraise a large estate for federal

estate tax * * * purposes. Along the first part

of 1930 I had fairly well finished the appraise-

ment and found myself in the position of

having just the one client and no others. I

endeavored to contact attorneys and bankers

with whom I had casual acquaintances through

my work in the Government service, and found

that I either couldn't get an appointment with

them or if I did get one, they didn't seem to

have any particular interest in what I had to

talk about, which was my qualifications for

assisting them in tax matters. It became ap-

parent to me that I would have to find some

means of obtaining their interest by geting

better acquainted with them. I found that at

least 50% or more of the attorneys and bankers

with whom I wished to make contact were
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members of the Los Angeles Country Club. I

therefore determined that I would join that

club * * * I cli(;]_ this, and from that time until

after 1935, I believe that every time I went out

to the club I had some particular idea in mind

as to whom * * * I would attempt to become

friendly with while I was there. I believe I can

truthfully say that what success I have had in

the legal business has been largely due to my
joining the country club."

The plaintiff stated he did not enjoy playing

golf; that green fees and food, paid for his pros-

pective clients, were the largest item on his monthly

club bill. Plaintiff testified that he did not enjoy

golf because he felt he should' be working at the

office. At the time of the formation of the partner-

ship it was agreed that the club dues and expenses

were to be charged as business expenses and were

so charged on the books. The facts disclose that

the main purpose of the plaintiff in joining the

clubs was to obtain business and the plaintiff gave

many names of clients secured by his partner and

himself in this manner. Large fees were collected

from the contacts made at the club. Several clients

would not come to his office. The Government de-

manded and received large income taxes on the

fees collected by the plaintiff as a direct result

of plaintiff's expenditure in club dues, and the

Government cannot refuse to allow plaintiff a de-

duction as a business expense of the money which

produced the business. To rule otherwise would
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revive the fable of the goose and the golden eggs.

The evidence also shows that when plaintiff's

partner, Mr. Johnston, joined the Bel-Air Country

Club for the same purpose, three estates were ob-

tained through his contacts from which fees ag-

gregated in excess of $50,000. The record [34] fur-

ther indicates that during 1935, due to insufficient

help, the plaintiff worked day and night, and fre-

quently on Saturday afternoons and Sundays, and

only visited the country club when he felt it ab-

solutely necessary. His membership was "purely

from a business standpoint", and was discontinued

whenever this method of obtaining business became

unprofitable. Without further alluding to the evi-

dence it will suffice to say that the expense incurred

by the membership of the plaintiff and his partner

in the various clubs, directly contributed to the

success of the firm. Under the facts in this particu-

lar case, the plaintiff is allowed a deduction as a

business expense the amount paid for club dues.

Dated this 29th day of November, 1941.

J. F. T. O'CONNOR,
United States District Judge.

[Endorsed] : Filed Nov. 29, 1941. [35]
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[Title of District Court and Cause.]

SPECIAL FINDINGS AND CONCLUSIONS
OF LAW PROPOSED AND REQUESTED
BY PLAINTIFF

I.

The Court adopts as it Findings of Fact, in party

the facts stipulated at the trial by the parties and

introduced as evidence as plaintiff's Exhibit 4, the

same as if set forth herein in full.

11.

In the year 1921 the plaintiff married Esther

Jeanne Johnson. From 1925 until January 1, 1935,

they lived together as husband and v^ife in the State

of California. They separated piermanently on the

last named date.

III.

Thereafter, and on the 4th day of March, 1935,

they executed a written agreement, bearing date the

said day, a true copy of which is attached to plain-

tiff's complaint and there marked Exhibit "A".

In and by such agreement the property rights and

interests of the parties were finally and forever

settled, the obligations of the respective spouses,

growing out of their marriage relation, were dis-

charged, and all claims of every kind of each

against the other were finally released. [36]

IV.

All of the then existing property, real and per-

sonal, referred to in said agreement was acquired
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after July 29, 1927, and was traceable and attri-

butable to the toil and talent of iDlaintiff alone

while the spouses resided together in California.

Each parcel of real estate described in said agree-

ment as standing in the names of the spouses as

^* joint tenants," was, on March 4, 1935, the separate

property of each to the extent of undivided halves

thereof. All of the balance of the real and personal

property described in the agreement, including the

accounts receivable representing legal fees earned

but not collected and the community 75% share of

the accounts receivable of the law firm of Johnson

& Johnston, was, on March 4, 1935, "community"

property of the California type acquired after July

29, 1927.

V.

In entering into said contract of March 4, 1935,

each of the spouses, insofar as the property therein

described is concerned, intended to and did thereby

so dispose of and transform such property that each

thereafter would own, as his and her separate jDrop-

erty, specific portions thereof in kind as nearly

equal in value as possible.

VI.

On March 5, 1935, Esther Jeanne Johnson filed

a suit against the plaintiff in the Superior Court

of Los Angeles County, California, praying for

a divorce on the grounds of cruelty. On April 1,

1935, said court entered an interlocutory decree

of divorce in said action, and its final decree therein
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on the 2nd day of April, 1936, completely and

finally dissolving the bonds of matrimony between

the spouses. The interlocutory decree apj)roved said

agreement and ordered that the defendant, plain-

tiff herein, pay to the plaintiff, wife, "as alimony

for her support and maintenance" the sum of $500

a month for twelve months. The latter provision

was incorporated in the final decree by reference.

A certified copy of the interlocutory decree was

personally served upon the defendant, plaintiff in

this action, on the 3rd day of April, 1935.

VII.

The agreement by plaintiff to pay and his pay-

ment of $500 per month [37] for a period of one

year, or a total of $6,000, to his wife, reduced by

his collection of rent from the Pico Street property

during the same period, was in full satisfaction of

and constituted a complete discharge of the rights,

if any, which his wife had to receive support,

maintenance or alimony from plaintiff. The net

rentals from said Pico Street property, collected

and received by plaintiff as provided in Article 7

of said property settlement agreement, were

$2,179.74. Said net rentals were an offset to and

reduction in the amount of alimony which plain-

tiff agreed to and did pay his said wife as set

forth above.

VIII.

The transaction evidenced by said agreement of

March 4, 1935, did not constitute reciprocal ''sales,"
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"exchanges," or "dispositions" of or "dealings in"

properties by or between the spouses. It did not

constitute reciprocal gifts of property by the

spouses, one to the other. Neither party, at the

time of the transaction, entertained toward the other

a donative intent. The transaction evidenced by

said agreement w^as, insofar as it related to prop-

erty, in the nature of a division or partition thereof

in kind. Insofar as it related to the division in kind

of real estate held in joint tenancy, each spouse

"conveyed" to the other his or her undivided sep-

arate right, title and interest therein, as provided by

the agreement, for the purpose of effectuating such

division in kind. Insofar as it related to com-

munity property, real and personal, each spouse

so disposed of or transformed his or her one-half

interest in the particular property involved into

the separate property of the particular spouse re-

ceiving the same.

IX.

The value of the separate and undivided half

interest of each spouse in the real estate held by

the spouses in joint tenancy was, at the time of

the agreement, exactly one-half of the value of the

whole property ; the value of the undivided one-half

interest of each spouse in said community prop-

erties, at the time of the agreement, was also ex-

actly one-half of the value of the whole property.

[38]
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X.

Following are the market values, as of March 4,

1935, of the joint tenancy and community prop-

erties disposed of and transformed by said property

settlement into the separate properties of the re-

spective spouses:

Parcels Values

1. Real estate described in Article 1 of the agree-

ment $35,000.00

2. Real estate described in Article 2 of the agree-

ment 25,000.00

3. Furniture, etc., described in Article 3 thereof.... 10,000.00

4. Automobile described in Article 4 thereof 2,000.00

5. Jewelry, etc., described in Article 5 thereof 2,000.00

6. Real estate described in Article 8(a) thereof 1,500.00

7. Real estate described in Article 8(b) thereof 500.00

8. Real estate described in Article 8(c) thereof $30,000.00

9. 300 shares of Citizens Bank stock (Article 9).... 6,000.00

10. 200 shares of Dunhill stock (Article 9) 1,000.00

11. Auburn automobile (Article 9) 1,000.00

12. Cash in bank accounts (Article 9) 6,350.96

13. Accounts receivable owned by the community,

representing legal fees earned but not collected 31,958.67

14. Community 75% of accounts receivable of the

partnership of Johnson & Johnston 20,069.78

Total market value of joint and commu-

nity assets $172,379.41

XI.

The following tabulation sets forth the total orig-

inal cost of said joint tenancy and community

assets set forth in paragraph X above:
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Parcels Cost

1. Real estate described in Article 1 of the agree-

ment $39,284.61

2. Real estate described in Article 2 of the agree-

ment 19,496.50

3. Furniture, etc., described in Article 3 thereof.... 15,000.00

4. Automobile described in Article 4 thereof 2,180.17

5. Jewelry, etc., described in Article 5 thereof 3,000.00

6. Real estate described in Article 8(a) thereof 3,000.00

[39]

7. Real estate described in Article 8(b) thereof 1,845.28

8. Real estate described in Article 8(c) thereof 31,355.08

9. 300 shares of Citizens Bank stock (Article 9).... 8,095.25

10. 200 shares of Dunhill stock (Article 9) 4,322.50

11. Auburn automobile (Article 9) 1,500.00

12. Cash in bank accounts (Article 9) 6,350.96

13. Accounts receivable owned by the community,

representing legal fees earned but not collected Nil

14. Community 75% of accoiuits receivable of the

partnership of Johnson & Jolinston Nil

Total original cost of joint tenancy and

community property $135,430.35

XII.

The total depreciation taken for income tax pur-

poses upon said parcels two and four above, prior

to March 4, 1935, amounted to $1,740.84. The total

depreciation taken for income tax purposes upon

said parcels eight and eleven above before March

4, 1935, amounted to $1,850.00.

XIII.

After its execution and pursuant to the pro-

visions of Article 10 of said agreement, plaintiff

made the following expenditures, to-wit:
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(1) 1934 tax upon the one-half of the community

income of plaintiff $ 5,082.78

(2) 1934 tax upon the one-half of the community

income of plaintiff's wife 5,082.78

(3) 1935 income tax returned in the name of plain-

tiff 3,118.95

(4) 1935 income tax returned in the name of plain-

tiff's wife 3,118.95

There were no other debts or liabilities due from

or owing by the spouses or the community on

March 4, 1935.

XIV.

The cost or basis of each spouse of his or her one-

half interest in [40] said joint tenancy and com-

munity properties was $65,919.75, representing one-

half of $135,430.35, total cost of all of said prop-

erties, or $67,715.17, less one-half of the total de-

preciation sustained and allowed of $3,590.84, or

$1,795.42. The cost of each spouse of his or her

one-half interest on March 4, 1935, in each particu-

lar property owned by the community or by the

two spouses jointly was exactly one-half of the

total cost to the community or to the two spouses

of said particular property.

XV.
Plaintiff's wife received properties, under said

property settlement which had an original cost

to the spouses, less depreciation, of $77,220.84, and

which had a market value on March 4, 1935, of

$74,000.00. In addition plaintiff assumed and paid

her 1934 income tax of $5,082.78 and the 1935 in-

come tax shown on her return in the sum of

$3,118.95.
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XVI.
Plaintiff received cash and tangible property

which had an original cost to the spouses of

$54,619.07 and which had a market value on March

4, 1935, of $46,350.96. Plaintiff also received com-

munity accounts receivable, representing legal fees

earned but not collected, which had no cost but

which had a face value and a market value of

$31,958.67. Plaintiff also received the community

75% in the accounts receivable of the law firm of

Johnson & Johnston, which had no cost but which

had a face value and a market value of $20,069.78.

Plaintiff received tangible and intangible prop-

erties, including said accounts receivable in the

total amount of $52,028.45, having a total cost to

the spouses of $54,619.07 and having a market

value on March 4, 1935, of $98,379.41. Plaintiff

also assumed and paid his wife's 1934 income tax of

$5,082.78 and the 1935 income tax shown on his

wife's return in the sum of $3,118.95.

XVII.

In the property settlement, plaintiff acquired the

one-half interest, having a face and market value

of $26,014.23 in certain accounts receivable, repre-

senting legal fees earned but not collected, and the

one-half interest, having a fair market value of

$23,175.48, in other joint and community property,

[41] which his wife formerly owned. Plaintiff in

the property settlement acquired property having

a total fair market value of $49,189.71 which

formerly belonged to his wife.



United States of America 59

XVIII.

In the property settlement, plaintiff transferred

or gave up to his wife his one-half interest in

certain joint and community property which had

a cost to him of $38,610.41. Plaintiff had already

paid an income tax on the $38,610.41 used to pur-

chase his half interest in said property. Also plain-

tiff, in the property settlement assumed and later

paid his wife's 1934 income tax of $5,082.78 and

the income tax of $3,118.95 shown on her return.

Plaintiff, in the property settlement, gave up prop-

erty which had cost him $38,610.41, on which he

had already paid an income tax, and assumed his

wife's debts of $8,201.73, or a total of $46,812.14.

XIX.

In the property settlement, plaintiff's wife ac-

quired the one-half interest, having a market value

of $37,000.00, which plaintiff formerly owned in

certain joint and community property and also her

1934 and 1935 income taxes in the amount of

$8,201.73 were assumed and paid by plaintiff,

making a total of $45,201.73 acquired by her in the

property settlement.

XX.
In the property settlement, plaintiff's wife trans-

ferred or gave up to plaintiff her one-half interest

in certain accounts receivable, which had cost her

nothing, and also her one-half interest in certain

other joint and community property which had

cost her $27,309.53. She had already paid an in-
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come tax on the $27,309.53 which was used to pur-

chase her half interest in said properties.

XXI.
In the year 1935, the law firm of Johnson &

Johnston expended the total sum of $1,020.54 in

payment of club dues and club expenses contracted

in said year by the two members of the firm for the

purpose of securing and entertaining prospective

clients and otherwise building up the firm busi-

ness. [42]

The only purpose of using the club facilities in

the taxable year was to obtain legal business; and

large legal fees were received by the firm from con-

tacts made in the year 1935 at these clubs. The

clubs were used by the partners in the taxable

year solely for business reasons and not for social

purposes. The cost of said 1935 club activities of

the members was both ordinary and necessary to

the operation in 1935 of the firm business.

CONCLUSIONS OF LAW PROPOSED
BY PLAINTIFF

From the foregoing facts the Court concludes:

I.

Those of the foregoing findings which determine

mixed questions of law and fact are adopted as

Conclusions of Law the same as though here set

forth in full.
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II.

The legal effect of the property settlement made

between the plaintiff and his wife was to dissolve

the community and joint tenancy character of the

properties affected thereby, and transmute the

specific properties received by each under said

settlement into his or her separate property.

III.

The accounts receivable of $31,958.67 owned en-

tirely by the community and the 75% interest of

the community in the accounts receivable of John-

son & Johnston, in the sum of $20,069.78, or a

total accounts receivable of $52,028.45, representing

legal fees earned, but not collected prior to March

4, 1935, received by the plaintiff in said property

settlement, became and were his separate property

by virtue of the said property settlement agree-

ment.

IV.

The accounts receivable of $52,028.45 were the

separate property of plaintiff when collected and

his income tax was levied on a cash basis and all

of said collections thereof in the sum of $52,028.45

were taxable to plaintiff. [43]

V.

The transfer by plaintiff to his wife of his un-

divided one-half interest in certain joint and com-

munity assets and the transfer by his wife to

plaintiff of her undivided one-half interest in the

remaining joint and community assets, including
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said accounts receivable in the total amount of

$52,028.45, which transfers were accomplished by

said property settlement, did not constitute re-

ciprocal "sales," "exchanges," "dispositions of,"

"dealings in" property or any other type of trans-

action whereby gain or loss was recognized to each

or either of the two spouses under the Federal

revenue statutes relating to income tax.

VI.

The transformation of said community accounts

receivable of $52,028.45 into the separate property

of plaintiff was not an assignment without valuable

consideration in the nature of a gift to plaintiff

from his wife.

VII.

The plaintiff's wife did not, by the transfer of

her one-half interest in said accounts receivable

in the amount of $52,028.45 to plaintiff and the

receipt by her of plaintiff's one-half interest in

other property of equal value receive such economic

enjoyment therefrom as would make her taxable

on one-half of the face and market value of said

accounts receivable.

VIII.

Said property settlement was a division or parti-

tion of common property on which no gain or loss

was recognized to the spouses at the time of said

division or partition under the Federal revenue

statutes relating to income tax.
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IX.

Upon said division or partition of common prop-

erty, no part of plaintiff's cost of $65,919.75 of

his one-half interest, in all of the community and

joint properties owned by the two spouses on

March 4, 1935, is property allocated to him as

the cost or other basis of the one-half [44] in-

terest in said accounts receivable acquired by plain-

tiff from his wife.

X.

Upon said division or partition no part of his

said wife's income tax for 1934 in the sum of

$5,082.78 and 1935 in the sum of $3,118.95, assumed

and paid by plaintiff in accordance with said agree-

ment, is properly allocated to him as the cost or

other basis of the one-half interest in said accounts

receivable acquired by plaintiff from his wife.

XL
Upon said division or partition no part of plain-

tiff's cost of $38,610.41 of his one-half interest in

the specific properties transferred by him to his

wife by said property settlement agreement is prop-

erty allocable to him as the cost or other basis

of the one-half interest in said accounts receivable

acquired by plaintiff from his wife.

XII.

The collections from the accounts receivable in

the total sum of $52,028.45 representing legal fees

earned prior to March 4, 1935, and collected by
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plaintiff in 1935 after March 4th, were taxable to

him alone and were not divisible between him and

his wife for Federal income tax purposes. No

part thereof was taxable to his wife.

XIII.

The March 4, 1935, disposition, and transforma-

tion into plaintiff's separate property, of the com-

munity accounts receivable in the amount of

$31,958.67 and of the community 75% interest in

the accounts receivable of Johnson & Johnston,

in the sum of $20,069.78, did not constitute the

realization by his wife of income within the pur-

view of the Federal statutes relating to income

tax.

XIV.

Such disposition and transformation of such ac-

counts receivable, in the total sum of $52,028.45,

when coupled with plaintiff's subsequent collection

and receipt thereof, did not constitute the realiza-

tion by his wife of income within the purview of

said statutes. [45]

XV.

The collection by plaintiff of said transformed

receivables in the total sum of $52,028.45 consti-

tuted the realization of gross income by him to

the extent of 100% thereof, without the deduction

therefrom of any cost or other basis.

XVI.

Plaintiff is entitled to an additional deduction as

a business expense of $775.40 for club dues and

club expenses.
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XVII.

Plaintiff is entitled to judgment against the de-

fendant for the recovery of $298.21, with interest

thereon at the rate of 6% per annum from June 11,

1938, until a date preceding the issuance of a re-

fund check therefor by not more than 30 days;

together with his costs herein.

Exceptions allowed plaintiff and defendant.

Dated: June 29, 1942.

J. F. T. O'CONNOR,
United States District Judge.

Approved as to form under rule 8.

WM. FLEET PALMER,
United States Attorney.

E. H. MITCHELL,
Asst. United States Attorney.

By
Attorneys for Defendant.

[Endorsed] : Filed Jun. 29, 1942. [46]
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In the District Court of the United States in and

for the Southern District of California Central

Division.

No. 1195-0 'C

TODD W. JOHNSON,
Plaintiff,

vs.

UNITED STATES OF AMERICA,
Defendant.

JUDGMENT

The above entitled cause having been tried be-

fore the Court sitting without a jury; plaintiff

appearing in propria persona and the defendant

appearing by its attorneys William Fleet Palmer,

United States Attorney for the Southern District

of California, and E. H. Mitchell, Assistant United

States Attorney for said district; the cause having

been submitted iipon the pleadings, the stipulation

of facts and oral testimony ; the Coui't having made

and caused to be filed herein its written Findings

of Fact and Conclusions of Law; and the Court

being fully advised in the premises:

It is ordered, adjudged and decreed that the de-

fendant repay and refund to plaintiff as and for

Federal income taxes and interest thereon over-

paid by plaintiff to defendant for the calendar year

1935 in the amount of Two Hundred Ninety-Eight

Dollars and Twenty-one Cents ($298.21), together

with interest thereon at the rate of six per cent
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(6%) per annum from June 11, 1938, to a date

preceding the issuance of the refund check or

checks therefor by not more than thirty (30) days,

such date to be determined by the Commissioner

of Internal Revenue; and that plaintiff have judg-

ment against the [47] defendant for his costs taxed

in the sum of

Exceptions allowed both plaintiff and defendant.

Dated this 30 day of June, 1942.

J. F. T. O'CONNOR,
United States District Judge.

Approved as to form as provided by Rule 8:

WILLIAM FLEET PALMER,
United States Attorney.

E. H. MITCHELL,
Assistant United States Attorney.

By E. H. MITCHELL,
Attorneys for Defendant.

[Endorsed]: Filed and Entered Jun. 30, 1942.

[48]

[Title of District Court and Cause.]

NOTICE OF APPEAL

Notice is hereby given that Todd W. Johnson,

plaintiff above named, hereby appeals to the United

States Circuit Court of Appeals for the Ninth

Circuit, from so much of that certain Judgment

entered in the above entitled action on June 30,

1942, as holds that because plaintiff on March 4,
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1935, in a property settlement with his wife, re-

ceived certain conunimity accounts receivable of

the total face and market value of $52,028.45, repre-

senting legal fees earned but not collected, and

thereafter during said year collected all of said

accounts receivable, said plaintiff realized taxable

gross income in 1935 of all or any part of said

$52,028.45 thus collected by him.

Dated this 13th day of July, 1942.

TODD W. JOHNSON,
In Propria Persona, Appellant

433 South Spring Street,

Los Angeles, California.

[Endorsed] : Filed & Mid. Copy U. S. Atty. Jul.

13, 1942. [67]

[Title of District Court and Cause.]

STATEMENT OF POINTS ON WHICH
APPELLANT INTENDS TO RELY ON
APPEAL AND DESIGNATION OF CON-
TENTS OF RECORD ON APPEAL

To Edmund L. Smith, Clerk of the United States

District Court, Southern District of California:

The Appellant intends to rely upon the follow-

ing points in the above entitled appeal

:

I.

That the District Court erred in holding that

plaintiff received taxable income of $52,028.45, in-

stead of $26,014.23, when he collected certain ac-
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counts receivable representing legal fees earned

but not collected, because he owned all instead of

one-half interest in said accounts at the time they

were collected, notwithstanding the fact that he

only owned a community one-half interest therein

when said fees were earned and despite the fact

that he acquired his wife's community one-half

thereof in a property settlement whereby he gave

up or conveyed to her his one-half interest in

other joint and community property having a cost

and value equal to the face and market value of

said accounts. [70]

II.

That the District Court erred in holding as a

matter of law that the ownership of said accounts

at the time they were collected, and not the owner-

ship thereof when they were earned, determined

the person or persons who must pay the income

tax thereon.

III.

That the District Court erred in failing to hold

that the transfer to plaintiff by his wife of her

community one-half of said accounts receivable,

representing legal fees already earned but not col-

lected, in return for plaintiff's one-half interest

in other community and joint property and his

payment of her 1934 and 1935 income taxes, was

a taxable event or final event of enjo3niient whereby

she realized income or gain on a cash basis to the

full extent of her half interest in said fees.
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IV.

That the District Court erred in failing to hold

that plaintiff's wife realized gain or loss in the

jDioperty settlement, computed or based upon the

difference between the cost of her one-half interest

in certain joint and community property, which

she transferred to plaintiff, and the market value

of plaintiff's one-half interest in certain other

joint and community property which he transferred

to her.

V.

That the District Court erred in failing to hold

that plaintiff realized gain or loss in the property

settlement, computed or based upon the difference

between the cost of his one-half interest in certain

joint and community property which he transferred

to his w^ife (plus certain of her income taxes

assumed and paid by him) and the market value

of her one-half interest in said accounts receivable

and other joint and community property which she

transferred to him.

VI.

That the District Court erred in failing to hold

that plaintiff realized no income when he collected

the one-half interest in said accounts receivable,

representing legal fees earned but not collected,

which he acquired from his wife in said property

settlement. [71]

VII.

That the District Court erred in failing to hold

that said property settlement was a sale, exchange
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or disposition of, or dealing in, property whereby

gain or loss was realized by each spouse, based

upon the difference between his or her cost of

the one-half interest conveyed to, and the market

value of the one-half interest received from, the

other spouse, with proper adjustment for income

tax of his wife assumed and paid by plaintiff.

VIII.

That the District Court erred in holding that the

property settlement was a transaction whereby no

gain or loss was recognized to either spouse.

IX.

In the alternative that, even if the property

settlement was a tax free exchange, disposition of

or dealing in fractional interests in property, on

which no gain or loss was recognized to either

spouse, the District Court erred in failing to hold

that before plaintiff realized any taxable income

when he subsequently disposed of the one-half in-

terest in said fees acquired from his wife by col-

lecting the sum of $26,014.23, he was entitled to

recover the sum total of his cost of his one-half

interest in certain other joint and community prop-

erty which he gave up or transferred to her and

her 1934 and 1935 income taxes paid by him for

her.

X.

The District Court erred in failing to hold that,

regardless of whether the property settlement was
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a transaction whereby gain or loss was or was not

recognized to each or either of the spouses, plain-

tiff was entitled to recover his cost of his one-half

interest in the joint and community property which

he transferred to his wife, and the income taxes

paid by him for her, before he realized any taxable

income from his subsequent disposition by collection

of the one-half interest in said accounts acquired

from her.

XI.

In the alternative the District Court erred in

failing to hold that, if said property settlement was

a division or partition of common property on

which no gain or loss was recognized to either

spouse, plaintiff's cost of $65,919.75 [72] for his

half interest in all the joint and community prop-

erty of the spouses, plus the income taxes of his

wife assumed and paid by him in the sum of

$8,201.73, should be re-allocated to, and as the cost

of, the specific properties received by him, in-

cluding said accounts receivable, in the proportion

which the fair market value of each property re-

ceived bears to the market value of all the prop-

erties received by him.

XII.

In the alternative the District Court erred in

failing to hold that, if said property settlement

was a division or partition of common property on

which no gain or loss is recognized, plaintiff is

entitled to recover his allocated cost thereof, com-
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puted as set forth in the paragraph next above,

before he realized any gain or income from his

subsequent disposition of said accounts receivable

by collecting them.

You are hereby requested to include in the record

on appeal the complete record and all the pro-

ceedings and evidence in this action, including

specifically the following papers:

1. Complaint.

2. Answer.

3. Stipulation of Facts.

4. Reporter's Transcript of Evidence, including

all exhibits of plaintiff and defendant.

5. Opinion.

6. Findings of Fact and Conclusions of Law.

7. Judgment.

8. Notice of Appeal.

9. Clerk's Certificate.

10. This Statement of Points on which Appellant

Intends to Rely on Appeal and Designation

of Contents of Record on Appeal.

Dated this 13th day of July, 1942.

TODD W. JOHNSON,
In Propria Persona, Plaintiff.

Received copy of the within Statement & Desig-

nation this 13th day of July, 1942.

WM. FLEET PALMER,
U. S. Atty.

E. H. MITCHELL,
Asst. U. S. Atty.,

Attorneys for defendant.

[Endorsed] : Filed Jul. 13, 1942. [73]
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[Title of District Court and Cause.]

DEFENDANT'S DESIGNATION OF ADDI-
TIONAL CONTENTS OF RECORD ON
APPEAL

To Edmund L. Smith, Clerk of the United States

District Court, Southern District of California

:

In addition to the documents designated by the

Plaintiff and Appellant for inclusion in the record

on appeal, Defendant-Appellee requests that there

be included therein the following, to wit:

(1) Defendant's motion to amend and to

make additional findings and conclusions under

Rules 52(b) and 59(a)(2), dated and filed

herein July 9, 1942, and now noticed for hear-

ing on July 27, 1942.

(2) Any and all orders hereafter made by

the Court in response to said motion. [88]

(3) Any and all new and amended findings

and/or conclusions hereafter made by the Court

of its own motion and/or pursuant to said

motion of the Defendant-Appellee.

(4) This designation of additional contents

of record on appeal.

(5) The Clerk's certificate in respect

thereof.

Attention is called to the fact that the time for

the Government to cross-appeal from that portion

of the judgment adverse to it will not expire until

the 30th day of September, 1942.

In the event of cross-appeal by Defendant, it
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requests that there be included in the record on

appeal, in order to comply with Rule 75 (k) of the

Rules of Civil Procedure, the following additional

dociunents, to wit:

(a) Defendant's notice of appeal.

(b) Defendant's statement of points on

which it intends to rely on cross-appeal.

(c) This designation and any additional

designation of contents of record on cross-

appeal hereafter filed by the Defendant.

(d) The Clerk's certificate in respect

thereof.

Dated: July 22, 1942.

WM. FLEET PALMER,
United States Attorney.

E. H. MITCHELL,
Assistant United States

Attorney.

By E. H. MITCHELL,
Assistant United States

Attorney,

Attorneys for Defendant-

Appellee.

[Endorsed]: Filed Jul. 22, 1942. [89]

[Title of District Court and Cause.]

CERTIFICATE OF CLERK TO
TRANSCRIPT OF RECORD

I, Edmund L. Smith, Clerk of the District Court

of the United States for the Southern District of
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California, do hereby certify that the foregoing

pages numbered from 1 to 90, inchisive, contain

full, true and correct copies of Complaint for the

Recovery of Federal Income Taxes; Answer;

Opinion ; Special Findings and Conclusions of Law

;

Judgment; Plaintiff's Ex^iibits 1, 2 and 3; De-

fendant's Exhibits A and B; Notice of Appeal;

Bond on Appeal; Statement of Points on which

Appellant intends to rely on appeal and designa-

tion of Contents of Record on Appeal; Motion to

Amend and to Make Additional Findings and Con-

clusions under Rules 52(b) and 59(a)(2); Minute

Order of July 31, 1942; Memorandum; Defendant's

Designation of Additional Contents of Record on

Appeal and Affidavit of Service, which, together

with the Original Reporter's Transcript trans-

mitted herewith constitute the record on appeal to

the United States Circuit Court of Appeals for

the Ninth Circuit.

I do further certify that the fees of the clerk

for comparing, correcting and certifying the fore-

going record amount to $17.00 which amount has

been paid to me by Appellant.

Witness my hand and the seal of the said Dis-

trict Court this 6th day of August, 1942.

[Seal] EDMUND L. SMITH,
Clerk.

By THEODORE HOCKE,
Deputy.
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TESTIMONY

Los Angeles, California

Thursday, September 18, 1941

10:20 O'clock A. M. [2*]

At this time I would like to file a stipulation of

facts which have been agreed to by counsel for the

parties.

The Court: It will be received.

Mr. Mitchell: Will that be marked as an ex-

hibit or not?

The Court: Yes, I think so.

The Clerk: Plaintife's Exhibit No. 1.

(The stipulation of facts referred to was re-

ceived in evidence and marked as ''Plaintiff's

Exhibit No. 1.")

PLAINTIFF'S EXHIBIT No. 1

[Title of District Court and Cause.]

STIPULATION OF FACTS

It is hereby stipulated and agreed by and between

the parties hereto, through their respective attor-

neys, that the Court may accept the following as part

of the facts of this case. Each party hereto ex-

pressly reserves the right to offer further evidence

not inconsistent with the facts stipulated herein.

I.

That plaintiff, Todd W. Johnson, is now and at

all times mentioned herein was a resident of the

*Page numbering appearing at top of page of original Report;er's

Transcript.
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Plaintiff's Exhibit No. 1 (Continued)

County of Los Angeles, State of California and

subject to the jurisdiction of this Court.

II.

Plaintiff is a citizen of the United States of

America, has always borne true faith and allegiance

thereto, and has never in any way either directly

or indirectly aided or abetted anyone in rebellion

thereagainst.

III.

The jurisdiction of this Court in the premises

is dependent upon a Federal question in that the

cause of action arises under the laws of the United

States pertaining to the Internal Revenue.

IV.

Plaintiff married Esther Jeanne Johnson in 1921

in the State of Kansas and moved to the State of

California in 1925 where they lived together as

husband and wife continuously until August 28,

1934, with their residence and domicile in the State

of California. Plaintiff entered upon the practice of

the law in the City of Los Angeles in June, 1929,

at which time plaintiff resigned from the service

of the Federal Government, having then no prop-

erty of any consequence and liabilities in excess

of the value of any property then owned by himself

and/or his said wife.

V.

On May 26, 1933, plaintiff and Philip D. John-

ston, l)()th attorneys at law, formed the partnership

of Johnson & Johnston to engage in the practice of
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Plaintiff's Exhibit No. 1 (Continued)

the law in the City of Los Angeles, State of Cali-

fornia, and plaintiff was a member of said partner-

ship at all times thereafter involved in this action.

A true cop3^ of said partnership agreement is

attached hereto marked Exhibit 1 and made part

hereof by reference.

VI.

The books and records of plaintiff and of plain-

tiff's law firm of Johnson & Johnston in the year

1935 and prior thereto were kept on the cash re-

ceipts and disbursements basis, and all of the in-

come tax returns involved herein, including those

of said firm, were made and filed on the cash re-

ceipts and disbursements basis. .

VII.

On or before March 15, 1936, the plaintiff filed

his separate Federal income tax return for the

calendar year 1935, reporting therein gross income

of $33,610.28 and net taxable income of $26,541.18

and tax payable thereon of $3,118.95 which he

paid to defendant during the calendar year 1936.

On or before March 15, 1936, said Esther Jeanne

Johnson filed her separate Federal income tax re-

turn for said calendar year 1935, reporting therein

identical amounts of gross and net taxable income

and tax payable thereon of $3,118.95 which plaintiff

paid for her during the year 1936.

VIII.

Subsequent to March 15, 1936, the Commissioner

of Internal Revenue made his audit of plaintiff's
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said income tax return and determined that plain-

tiff was liable for a deficiency tax for said year

1935 in the amount of $7,821.89, plus interest of

$1,025.84, or a total of $8,847.73.

IX.

In arriving at said alleged deficiency tax of

$7,821.89 said Commissioner determined that plain-

tiff had a taxable net income of $54,860.13.

X.

Said net income figures of $54,860.13 includes the

following gross personal fees (as distinguished

from partnership fees) received between March 4,

1935, and December 31, 1935, by plaintiff for ser-

vices performed by him prior to March 4, 1935

:

Viber Company fee for legal services $ 112.00

Roy Tracy fee for legal services 55.00

3^ of Wm. G. Kerckhoff Estate fee for

legal services 31,791.67

Total $31,958.67

The other 14 of the Wm. G. Kerckhoff Estate fee

was the property of said partnership of Johnson

& Johnston. All of said amounts totalling $31,958.67

were accounts receivable due to plaintiff personally

on March 4, 1935, and were the community prop-

erty of plaintiff and his then wife, Esther Jeanne

Johnson, prior to the separation agreement entered

into on March 4, 1935, mentioned hereinafter. Plain-

tiff included in his 1935 income tax return one-

half of said sum of $31,958.67 or the sum of
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$15,979.39 as his community one-half thereof, and

his then wife included the other half thereof in

her 1935 return.

XL
On March 4, 1935, said partnership of Johnson

& Johnston had outstanding accounts receivable for

legal services rendered by the partners in the total

sum of $26,759.71 which were collected between

March 4, 1935, and December 31, 1935. Said

$26,759.71 consisted of the following partnership

accounts receivable for fees earned under con-

tracts entered into by plaintiff individually or by

his said law firm on the following dates shown

opposite the respective fees:

Amount of Contract Contract

Account Entered into Entered into

Name of Client Receivable by Plaintiff by Partnership

Bartholomae Oil Corp $2,957.50 3/ 1/32

John B. NewTnan Estate 1,500.00 9/19/30

John Gilbert 1,000.00 7/13/33

Gertrude T. Reeves Estate.... 2,700.35 9/18/33

Crosby Productions Inc 300.00 7/ 1/33(1)

Aztec Brewing Co 1,000.00 5/12/33 (2)

Carver Investment Co 340.86 12/12/32

Will E. Keller Estate 1,500.00 3/ 4/35(3)

L. M. McDonald 795.15 8/ 2/32

80% of 1^ of Kerckhoff Es-

tate Tax case 8,477.81 9/26/30

Kerckhoff Company County

Tax case 6,188.04 9/22/31

Total $26,759.71

(1) One-fourth (14) of annual retainer fee.

(2) One-half (i/^) of annual retainer fee.

(3) One-half (1/2) of retainer fee of $3,000.00 contracted for

on March 4, 1935.
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All of the above-listed fee contracts that had been

entered into by plaintiff prior to May 26, 1933, were

transferred by him on May 26, 1933, to said part-

nership of Johnson & Johnston and at all times sub-

sequent to said date were the property of said part-

nership. All of said accounts receivable so collected

were included as income in the income tax infor-

mation return filed by said partnership with said

Collector for the calendar year 1935 which showed

a gross income of $42,653.82 and a total net income

of $32,955.49. The Commissioner determined that

said partnership had a net income during 1935 of

$33,976.03 which also included said $26,759.71 of

accounts receivable as of March 4, 1935. Plaintiff

had a seventy-five per cent (75%) interest in said

partnership and in said $26,759.71 of accounts re-

ceivable, or $20,069.78. The difference of $1,020.54

between the net income returned by the partnership

of $32,955.49 and that determined by the Commis-

sioner of $33,976.03, represents the club dues and

expenses of the partners as set forth in paragraphs

XVII and XVIII of the complaint, which were

disallowed by the Commissioner. All of said $26,-

759.71 was earned by said partnership between May
26, 1933, and March 4, 1935.

XII.

Of plaintiff's said 75% share of partnership ac-

counts receivable on March 4, 1935, to-wit, $20,-

069.78, he reported one-half thereof or $10,034.89
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and his wife reported the other half in their respec-

tive 1935 income tax returns. The Commissioner de-

termined that 100% of said partnership accounts

receivable, to-wit, $20,069.78, was taxable solely to

plaintiff and none thereof taxable to his wife.

XIII.

After considerable negotiations between the at-

torneys for Esther Jeanne Johnson and plaintiff

a property settlement agreement was entered into

on March 4, 1935, between them, a true copy of

which is attached to the complaint herein and

marked Exhibit "A". Said copy is made a part

hereof the same as if set forth therein in full.

XIV.

On March 5, 1935, Esther Jeanne Johnson filed

an action in the Superior Court of Los Angeles

County, California, against plaintiff praying for a

divorce from him on the grounds of cruelty. On
April 1, 1935, said court entered an interlocutory

decree of divorce, and on April 2, 1936, said court

entered a final decree of divorce, completely and fi-

nally dissolving and severing the bonds of matri-

mony between her and plaintiff.

XV.
At the same time that said Commissioner deter-

mined that plaintiff owed a deficiency income tax

for the calendar year 1935, in the sum of $7,821.89,

plus interest of $1,025.84, or a total of $8,847.73, he
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also determined that said Esther Jeanne Johnson

had made an over-payment of her income tax for

the calendar year 1935 in the sum of $3,006.80, which

she was entitled to have refunded with interest of

$328.47, or a total of $3,335.27. This over-payment

resulted from the determination by said Commis-

sioner that plaintiff was taxable on all of said mdi-

vidual and partnership income collected between

March 4, 1935, and December 31, 1935, instead of

only one-half thereof as reported in his return. By
agreement between Esther Jeanne Johnson, said

Commissioner and plaintiff, said over-payment and

interest thereon computed by the Commissioner

to have been made by said Esther Jeanne Johnson

was credited against said determined deficiency in-

come tax and interest computed by the Commis-

sioner to be due from plaintiff, and on June 11,

1938, plaintiff paid to defendant the difference of

$5,512.56.

XVI.
That plaintiff on April 2, 1940, filed his claim for

refund with defendant in the sum of $7,148.11. A
true copy thereof is attached to the complaint here-

in, marked Exhibit '*B", and is made a part hereof

by reference. By letter dated September 21, 1940,

addressed to and duly received by plaintiff, said

Commissioner rejected plaintiff's said claim for re-

fund in full. A true copy of said letter rejecting

said claim for refund is attached to the complaint

herein, marked Exhibit "C", and is made a part

hereof by reference.
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XVII.

That as a part of said agreement to credit said

overassessment of Esther Jeanne Johnson against

said determined deficiency income tax of plaintiff,

the said plaintiff agreed with said Commissioner

that in the event plaintiff should file a claim for re-

fund or court action for recovery of income tax paid

by him for the year 1935 on account of the income

so held by the Commissioner to be plaintiff's sepa-

rate property and not community property, any re-

covery on the community property basis shall be

limited to the net amount after giving effect to the

resulting tax due from his wife and barred from

assessment against her by the statute of limitations.

XVIII.

Said claim for refund is the only claim for re-

fund filed by plaintiff in the premises and has not

been sold, assigned, or otherwise transferred or

disposed of to any other person, and is the property

of the plaintiff at the present time.

PHILIP D. JOHNSTON
TODD W. JOHNSON

Attorneys for Plaintiff

WM. FLEET PALMER,
United States Attorney

C. H. M.

E. H. MITCHELL,
Asst. United States Attorney

Attorneys for Defendant
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EXHIBIT 1

ARTICLES OF CO-PARTNERSHIP

Todd W. Johnson and Philip D. Johnston do

hereby associate themselves together as co-partners

to engage in the practice of law, upon the following

terms

:

The firm shall be known and do business as John-

son & Johnston;

The firm shall begin business on June 1, 1933, and

continue thenceforth, except that either party may

terminate it at the end of any calendar year by giv-

ing to the other notice at least thirty days before

the end of any such year of his desire to terminate

the co-partnership.

Todd W. Johnson shall contribute the sum of

Three Thousand Dollars ($3,000.00) in cash to the

firm's opening bank account at the commencement

of business, w^hich sum shall be credited to his per-

sonal account and be withdrawable by him wholly

or in part when the condition of the said bank ac-

count warrants it. Philip D. Johnston shall contrib-

ute the sum of One Thousand Dollars ($1,000.00) in

cash to the firm's opening bank account at the com-

mencement of business, which shall be credited to

his personal account and be withdrawable by him

wholly or in ])art when the condition of said bank

account warrants it.

The firm bank account shall be in the joint names

of the two partners and be subject to check by

either. A set of books shall be kept similar to that



United States of America 87

Plaintiff's Exhibit No. 1 (Continued)

heretofore kept by Todd W. Johnson, to be opened

June 1, 1933, and to contain all such accounts as

may be necessary to properly record the financial

affairs of the firm. Said books shall be closed at

least as often as December 31st of each calender

year so as to show the profits of the business and

the condition of the proprietorship accounts.

Todd W. Johnson shall contribute to the business

all of his office furniture, fixtures, machinery and

books at present employed in his business, at their

depreciated value at June 1, 1933, which shall be

credited to his capital account. The depreciated val-

ue as of said date of his Packard automobile shall

also be credited to his capital "account. Philip D.

Johnston's capital account shall be credited with

the value of his Packard automobile on said date at

$500.00. Proper asset accounts shall be set up for

all said assets so contributed as aforesaid, and de-

preciation accounts for all depreciated assets.

The profits and losses of the firm's business shall

be divided seventy-five per cent (75%) to Todd W.
Johnson and twenty-five per cent (25%) to Philip

D. Johnston. In computing such profits on losses

there shall first be deducted from gross income all

salaries of employees of the firm, office rent and

other office expenses, the club dues of both partners,

depreciation on all depreciable capital assets, and

the automobile expenses of both partners on the

same basis as such expenses have heretofore been

handled on the books of Todd W. Johnson.

The following fees, if, as and when collected
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shall not be considered partnership fees, but shall

be the sale property of Todd W. Johnson: (1) Eli

P. Clark 1929 claim for refund; (2) Eli P. Clark

Co. 1926 to 1931, inclusive; (3) Del Rey Co. 1930

and 1931; (4) Seventy-five per cent (75%) of the

fees hereafter collected from the several cases in-

volving income tax and/or penalties from Canadian

corporations or their American Parent corpo-

rations; (5) Seventy-five per cent (75%) of the

fees hereafter collected from the Wm. G. Kerck-

hoff Estate Tax cases and State Inheritance Tax

cases; (6) The outstanding unpaid balance of the

old Cass & Johansing fee; (7) Fees received from

the Estate of George F. Getty, deceased and Geo.

F. Getty, Inc., on account of services performed

prior to June 1, 1933; and (8) all fees received on

bills issued prior to June 1, 1933, on cases upon

which no more work is to be done. It is assumed

for the purpose of these articles that Items (1),

(2) and (3) in this paragraph have been closed with

the Bureau ; if such should not prove to be the case,

an adjustment of these fees will hereafter be agreed

upon. The fee from the J. B. Newman Estate tax

case shall ])Q a partnership fee if and when col-

lected.

Philip D. Johnston shall have as his sole property

the first Five Hundred Dollars ($500.00) collected

from the Charles Lantz estate under his contract

dated March 31, 1933, but thereafter all fees from

said case shall be partnership fees.

Todd W. Johnson shall have a drawing account of
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$1,200.00 per month on account of profits. Philip D.

Johnston shall have a drawing account of $400.00

per month on account of profits. At the end of each

year each partner shall have the benefit of any un-

drawn balance of his drawing account, and may
withdraw same at his option if the condition of the

firm's bank account warrants it, before the distri-

bution of any further profits that may be available

for division. The share of each partner in profits

not distributed shall be credited to his personal

account.

In the event this partnership is terminated by a

thirty day notice of either partner as aforesaid,

Todd W. Johnson shall be entitled to receive all

fees collected on all cases after such termination,

except

:

1. P. D. Johnston shall be entitled to take

with him any case and the fees then due or to

become due thereon wherever the client em-

ployed him primarily to handle said case in

the first instance

;

2. If partnership terminates on December

31, 1934, or prior thereto, P. D. Johnston shall

be entitled upon said termination to receive

Twenty-five (25%) per cent of all fees then ac-

tually due whether or not bills therefor have

been sent to the particular client, but he shall

be entitled to receive no part of the balance due

or to become due on any fee when the case is

not comi^leted at the date said partnership is

terminated.
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3. Todd W. Johnson shall be entitled to take

with him any case and fees then due or to be-

come due thereon wherever the client employed

him primarily to handle said case in the first

instance.

4. In the event of the death of said Philip

D. Johnston at any time there shall be paid to

his estate twenty-five per cent (25%) of all fees

due whether bills have been sent out or not, and

in addition thereto if his death occurs prior to

December 31, 1934, there shall be paid to his

estate when such fees are collected ten per cent

(10%) of all fees on cases in the office on the

date of his death but not then completed, except

those upon which the fees are specified above as

belonging to Todd W. Johnson personally. In

the event said death occurs after December 31,

1934, there shall be j^aid to his estate when such

fees are collected fifteen per cent (15%)
of all fees collected from all cases then in the

office but not completed, except those upon

which the fees are specified above as belonging

to Todd W. Johnson personally.

5. In the event of the death of said Todd

W. Johnson there shall be paid to his estate

seventy-five per cent (75%) of all fees then

due whether bills have been sent out or not,

and in addition thereto there shall be paid to

his estate when such fees are collected fifty per

cent (507o) of all fees collected on all cases in
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the office but not completed at the date of his

death.

In the event of said termination as aforesaid Todd

W. Johnson shall be entitled to the offices, furni-

ture, fixtures, machinery, and books of said part-

nership, and his automobile and his capital or per-

sonal account shall be charged therefor the depre-

ciated cost thereof as of the date of said termina-

tion.

Witness our hands and seals this 26th day of May,

1933.

(Signed) TODD W. JOHNSON
(Signed) PHILIP D. JOHNSTON

Subscribed and sworn to before me this 26th day

of May, 1933.

[Seal] (Signed) L. C. JOHNSON
Notary Public in and for the County of Los An-

geles, State of California.

[Endorsed]: Filed 9-18-41.

Mr. Mitchell: I might make a brief opening

statement on behalf of the defendant, if your Honor

please. [4]

If the Court should hold that the agreement con-

stituted sales and purchases by the respective par-

ties one from the other, then it will be necessary to

determine a very different question, that is, whether

either of the parties suffered losses or realized gains

from these capital transactions.
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It will then be necessary to determine just what

the wife gave up, and the value of what she gave up,

and determine what the husband gave up, exactly

what value that he gave up. It will be necessary to

determine the wife's cost basis of what she gave up,

as well as the husband's cost basis of what he gave

up. [6]

To do that intelligently would require, under the

Government's contention, expert testimony because

of the peculiar rights of the husband and wife in

the co-owned community proi^erty.

The Govermnent therefore will object to any tes-

timony as to values, market values, of the property

at the time, the cost basis of the property at the

time, upon the ground that the transaction was a

partition or division and not a capital transaction.

If the Court should hold that they were capital

transactions and the agreement constituted sales and

purchases between the parties, then the Government

feels that it will be necessary to call in experts to

testify as to the economic value of the wife's inter-

est, what it cost her, whether there was any cost

basis, and so on, and so on. [7]

Mr. Johnson: Mr. Mitchell has stated that he is

willing to stipulate that if I were jDlaced on the

stand my testimony as to the cost of certain j^rop-

erties to the community and as to the actual market

values of those properties on March 4, 1935, would

be the same as if I appeared on the stand and tes-

tified thereto.

Am I correct in that statement, Mr. Mitchell?
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Mr. Mitchell: That is correct, subject to certain

objections which I desire to make before the evi-

dence is offered to the Court.

Mr. Johnson: I will ask that this document be

marked [8] for identification.

The Clerk: Plaintiff's Exhibit No. 2 for identi-

fication.

(The document referred to was marked

''Plaintiff's Exhibit No. 2 for identification.")

Mr. Mitchell : Which one is that ?

Mr. Johnson: That is the statement entitled

"Cost to Community and Market Value of Assets

Received by Esther Jeanne Johnson Under Prop-

erty Settlement Agreement Dated March 4, 1935."

Mr. Johnson: I will now offer as Plaintiff's

Exhibit 3, a statement describing several pieces of

property and with figures showing the cost therefor

to the community, and the market value of each

particular parcel of property on March 4, 1935, with

the understanding that this statement is to have the

same effect as if I had so testified on the stand.

Mr. Mitchell: The defendant will so stipulate

subject, however, to certain objections, of course,

that such evidence [9] is wholly incompetent, ir-

relevant, and immaterial, and outside of the issues

in this case.

The defendant further objects to such offer for

this reason: The offer is made to establish a sale

and purchase of accounts receivable by the plain-

tiff from his wife, or rather her so-called undivided

half of those accounts receivable.
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That raises the question of whether or not the

property settlement agreement constituted sales and

purchases. Before the Court can intelligently pass

upon the question of whether or not the agreement

constituted sales and purchases, I would like to

cross examine the plaintiff on that question. [10]

TODD W. JOHNSON

called as a witness by and in behalf of the Govern-

ment, having been first duly sworn, was examined

and testified as follows

:

Mr. Mitchell: This witness is called under the

rule providing for the calling of adverse witnesses

for cross examination. I don't recall the number

of the rule, if the Court please.

The Court: I think it is 43, but proceed, Mr.

Mitchell.

Direct Examination

By Mr. Mitchell

:

Q. You alleged in your complaint, Mr. Johnson,

that prior to the execution of the property settle-

ment agreement that you had numerous conferences

with Mr. ^y. I. Gilbert, Mrs. Johnson's counsel, con-

cerning the proposed property settlement agree-

ment? A. I did.

Q. The object of those conferences was to de-

termine the nature and amount and value of the

community i)roperty for [11] one thing, was it not ?

That was one of the objects? A. It was.

Q. Mr. Gilbert wanted to know what the com-



United States of America 95

(Testimony of Todd W. Johnson.)

munity property consisted of and its approximate

value? A. He did.

Q. And another purpose of both parties—with-

draw that last.

You had in mind the fact, the understanding, did

you not, that Mrs. Johnson was about to sue you

for a divorce on the ground of cruelty, or was about

to sue you for divorce on some ground ?

A. That is correct.

Q. And it was your desire and Mrs. Johnson's

desire, acting through her agent, Mr. Gilbert, that

the property rights of the parties be settled outside

of the divorce action? A. That is correct.

Q. You knew at the time that in the event that

the community property questions were submitted

to a divorce court that Mrs. Johnson would be en-

titled to at least one-half in value of the community

property, did you not ?

A. No, I did not, Mr. Mitchell. I didn't know

what the court would hold on that.

I knew that she would have some claim to com-

munity property. Just what that would be, I didn't

know.

Q. You didn't look at the California statute on

that [12] point?

A. Yes, I was familiar with the statute.

Q. At that time?

A. But I also knew that I might file an action

against her or a counter-action in case there was any

dispute over property.
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Q. Now, during these preliminary conferences

you revealed to Mr. Gilbert the various pieces of

community property and joint tenancy property,

such as those that are set out finally in the executed

agreement on the 4th of March ?

A. Yes, I even took my books of account over

to his office so that he might look them over.

Q. And then you and Mr. Gilbert endeavored to

determine the value of the different items of com-

munity property, did you not? A. We did.

Q. And then you endeavored to—withdraw that.

It was explained to you, was it not, at that time,

before the agreement was even drafted, that Mrs.

Johnson did not want a half interest in the earned

fees?

A. At the begimiing I suggested to Mr. Gilbert

that it would be very easy to draw up a settlement,

that we could have just undivided interest in every-

thing.

Q. You mean give her half and you take half?

A. Each lAece of real estate and each piece of

personal property, and that any collections from

accomits would [13] be divided 50-50, and so on.

Q. Upon future collections?

A. Well, either before or after collections, and

an assigmnent could then be made at the time. That

was in our first conference, and then he said he was

inclined to think that perhaps Mrs. Johnson

wouldn't want that, that she would want separate

individual properties, and that was the purpose of
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the conference, to determine if we could segregate

the individual properties and each take divided in-

terests rather than undivided interests.

Q. Equally divided interests'?

A. Yes, equally, and at a later conference that

was accomplished.

Q. You mean by "equally divided interests,"

that she should take these parcels and you should

take those parcels but that they should be as nearly

equal in value as possible ?

A. That is correct.

Q. Sometimes known as a division in kind or a

distribution in probate in kind, these distributees

will take this property and other distributees will

take that property, but they must be equal in val-

ue? Distribution in kind, or maybe you don't know

what I mean by ''distribution in kind."

A. At least our idea was that w^e would do things

fairly and when we ended up each one would have

half, although each one would have specific proper-

ties rather than [14] undivided interests.

Q. Each would have a half at least in approxi-

mate value. A. Yes. [15]

Mr. Mitchell : Now, if the Court please, continu-

ing my argument, objecting to the document which

had been offered, * * *. [16]

If the Court holds that the settlement evidenced

capital transactions entered into for profit and con-
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stituted sales or exchanges between the jDarties and

is not a division, and that the wife had power to

dispose of, not merely relinquishes her interest in

the community property, then to determine the tax-

able gains or deductible losses of the respective

spouses, the values of the following rights, titles,

and interests transferred, received, and exchanged

by the husband must be determined, first, the value

of his separate title and interest in the joint ten-

ancy property and, second, the value during mar-

riage of his interest in and the value of his rights,

powers and personal economic benefits in respect to

each parcel of community property, and the cost

basis to him—not to the community—of each par-

cel, and also the value—the Court will also have to

determine the values of the following rights, titles,

interests, transferred, received and exchanged by

the wife, first, the value of her separate title and

interest in the joint tenancy property, second, the

value of her interest in and her rights, powers and

personal economic benefit in respect to each parcel

[43] of community property, third, the value of her

right to support and maintenance from her hus-

band after February 28, 1935, the time when the

year's support expired under the agreement, and
fourth, the value of her right to temporary support,

the value of her right to costs and attorney's fees

from her husband in the event of a divorce action,

and fifth, the cost basis to her—not to the commu-
nity—of each parcel.

Now, that is a big order, if the Court please.
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Mr. Johnson: If your Honor please, I think

some of the matters mentioned by Mr. Mitchell are

not necessary to determine. I think the only thing

it is necessary to determine is the cost of the vari-

ous properties to the community, and the market

value of those properties on the date of the prop-

erty settlement agreement.

The parties themselves settled all of these mat-

ters that were mentioned by Mr. Mitchell at arm's

length and they were fixed. The testimony that is

objected to is my testimony as to the cost to the

community of the various assets and the market

value of those assets on March 4, 1935, as to the

competency, and as to these values and costs, and

cost basis being material to the issues in the case.

[44}

Mr. Johnson: Yes, and there is some slight

testimony also in coimection with these properties.

The Court : We will have that and withhold this

ruling.

Mr. Johnson : I have another document, or state-

ment, entitled "Cost to Community and Market

Value of Property Received and Liabilities Paid by

Todd W. Johnson under Property Settlement

Agreement dated March 4, 1935," which I would

first like to have marked for identification as Plain-

tife's Exhibit No. 3.

The Clerk: Plaintiff's Exhibit 3 for identifica-

tion.

(The document referred to was marked

"Plaintiff's Exhibit No. 3 for identification.")
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Mr. Johnson: I would now like to offer Plain-

tiff's Exhibit 3 for identification into evidence, to

have the same effect by stipulation as if Todd W.

Johnson had gotten on the stand and testified as

to the cost of each one of the properties listed and

as to the market value on March 4, 1935, as [50]

to each of the properties listed and as to the pay-

ment of the income tax liabilities described therein.

Mr. Mitchell : Defendant makes exactly the same

objection to this offer as to the offer of Plaintiff's

Exhibit 2, and adds to the grounds the following

further objections, referring to Plaintiff's Exhibit

3 for identification, under the title
'

' Liabilities Paid

by Plaintiff under the Property Settlement Agree-

ment," the objection to the 1934 income taxes as-

sessed in the name of his wife, on the ground that

those were community expenses arising out of the

receipt of community income, and therefore were

personal debts of the husband and were not the per-

sonal debts of the wife, and even upon plaintiff's

theory should not be taken into consideration. [51]

The Court : That would balance that out.

I think I want to hear all of the evidence so that

if my ruling is not satisfactory finally, that the rec-

ord will be in such shape that it will not have to be

tried again, and the entire case then can be decided

adversely to my ruling, or the other way, and the

Government must put in its objection in order to

protect itself on the record. So I think that is the

way to proceed. I will overrule the ob- [74] jection,

and stating frankly why I am doing it. [75]
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TODD W. JOHNSON

recalled as a witness by and in behalf of the plain-

tiff, having been previously duly sworn, was ex-

amined and testified further as follows

:

Direct Examination

Mr. Johnson : I would like to give my qualifica-

tions as an expert witness on valuation.

For the period 1919 to 1929, I was employed by

the Federal Government under the title of Internal

Revenue Agent, but actually as an appraiser of es-

tates for federal estate tax purposes. During that

10-year period I appraised the value of estates ag-

gregating several hundred million dollars.

The estate, I would say, consisted principally of

real estate, although they also involved closed corpo-

ration stocks, listed stocks, and in fact, property

of every character.

From 1925 until 1929 I appraised estates in the

Los Angeles area which included the city and sur-

rounding vicinity.

From 1929 until 1935 I was engaged in the prac-

tice of law, but my practice consisted largely of

federal estate taxes and state inheritance tax mat-

ters.

In connection with those matters, it was neces-

sary, and I did appraise, estates involving many
millions of dollars in Los Angeles and vicinity, and

in this particular instance [76] just prior to March

1935, I made a thorough check of the particular

properties and sales, rental and sales values in the
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vicinity, and I think that I was fairly familiar with

the properties at that time.

Mr. Mitchell: You referred to real estate in-

volved in the property settlement agreement ?

Mr. Johnson : Not only the real estate, but other

types of properties as well.

You may cross examine, Mr. Mitchell.

Cross Examination

By Mr. Mitchell

:

Q. Did you ever have occasion to appraise the

value of the right to dispose of property or one-

half of property by will ?

A. I never did, no.

Q. Did you ever have the occasion to appraise

the value of a 30-year old married woman's right

to support and maintenance from her husband?

A. I did not.

Q. Would you say it is possible to appraise a

value upon such a right?

A. I think it would be possible, given certain

evidentiary facts in advance, yes.

Q. Age and the amount necessary for her sup-

port, you mean?

A. That, and also the earning capacity of the

husband [77] during her expectancy, and her abil-

ity to support herself, and various factors of that

kind that would have to be necessarily taken into

consideration.

Q. Did you ever have occasion to appraise the
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value of a California married woman's right or

her option, statutory option, to set aside her hus-

band's gift of community fjroperty if you knew

the value of the community property ?

A. I never had occasion to attempt to appraise

that, no.

Q. Do you feel that such an optional right on

the part of a wife is capable of valuation ?

A. I don't believe it would be in the manner in

which you state it. I think if you were given the

proper facts I believe you could.

Q. Have you ever had occasion to appraise the

value of a California married man's right and pow-

er to pay his debts out of the wife.'s half of the com-

munity property, his personal debts ?

A. No, I have not.

Q. Have you ever had occasion to appraise the

value of a husband's right to dispose for considera-

tion freely of the wife's half of community personal

property ?

A. I have never appraised such a right. I don't

think it would have any value, but I have never

appraised it.

Q. Have you ever had occasion to appraise the

value [78] of a husband's exclusive statutory right

to manage and control the wife's half of the com-

munity property?

A. I have never appraised that right.

Q. Do you believe that the power to use the

property is one or the chief essential elements in

fixing values?
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A. Mr. Mitchell, do you mean the right to use

for your own benefit, or the right to use for some-

one else's benefit?

Q. The right to use for your own benefit.

A. For one's own exclusive benefit without pay-

ment of charge or pajonent of rent ?

Q. That is right?

A. Yes, I think it has a valuable right.

Q. You mean by that, if you owned an automo-

bile, but couldn't use it, it would have no value,

would it?

A. It might have very much of a value. Someone

else might be able to use it at my instance, or for

my benefit.

Q. What are the elements of value ? What makes

property have a value ? What is it in property that

gives it a value, intrinsic, market, ecenomic value?

You can differentiate if you like.

A. The right to use property for your own use

or to rent it to someone else for their use, or the

right to sell it generally are the things that make

value. By value, I mean the ability to sell it.

Q. Now, what makes intrinsic value then, eco-

nomic [79] value, other than the power to sell it?

A. It is the use that the particular ]iroj)erty can

be put to.

Q. And if the owner of property has exclusive

power to use that property, it has no value to any-

one ))ut him, isn't that true, unless he gives it to

somebody or gives the use to somebody else ?
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A. It may have quite a value to someone else

if he must pay or account to the other party for

the use of that particular property.

Q. Power to dispose of property is one of the

very important elements in giving property a value,

isn't it, as well as the power to use ?

A. It is, but a trustee may be able to dispose

of property and yet not be able to use the process

for his own benefit at all, so that the power of dis-

position in such an instance would have no mone-

tary value at all to the trustee.

Mr. Mitchell: I think that is all at the present

time.

(Witness excused.) •

Mr. Mitchell: These exhibits have now been in-

troduced ?

The Clerk: No.

Mr. Mitchell: The Court overruled the Govern-

ment's objection to their offer.

The Court: They haven't been offered again,

Mr. Mitchell. [80]

Mr. Johnson: I will now offer into evidence

Plaintiff's Exhibits for identification Nos. 2 and 3.

Mr. Mitchell: I renew my objections on the same

grounds.

The Court : They will be received.

The Clerk : Plaintiff's Exhibits 2 and 3 admitted

into evidence.
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(The documents showing cost to commimity

and market value of property received and lia-

bilities paid by Todd W. Johnson and Esther

Jeanne Johnson were received in evidence and

marked "Plaintiff's Exhibits 2 and 3, respec-

tively.")

PLAINTIFF'S EXHIBIT No. 2

COST TO COMMUNITY AND MARKET VALUE OF ASSETS
RECEIVED BY ESTHER JEANNE JOHNSON UNDER
PROPERTY SETTLEMENT AGREEMENT DATED MARCH
4, 1935.

Cost to Market Value

Community March 4, 1935

1. Real Estate described in Article 1 of

Property Settlement Agreement 39,284.61 35,000.00

2. Real Estate described in Article 2 of

Property Settlement Agreement 19,496.50 25,000.00

3. Furniture, furnishings and equipment de-

scribed in Article 3 of Property Set-

tlement Agreement 15,000.00 10,000.00

4. Packard automobile described in Article

4 of Property Settlement Agreement 2,180.17 2,000.00

5. Jewelry described in Article 5 of Prop-

erty Settlement Agreement 3,000.00 2,000.00

78,961.28 74,000.00

Less depreciation items 2 and 4 1,740.84 nil

77,220.44 74,000.00

Cash paid to Esther Jeanne Johnson his then

wife by plaintiff as provided in Article 6 (net-cost)

of Property Settlement Agreement 6,000.00 6,000.00

Total $83,220.44 $80,000.00

[Endorsed]: Filed 9-18-1941.
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PLAINTIFF'S EXHIBIT No. 3

COST TO COMMUNITY AND MARKET VALUE OF PROP-
ERTY RECEIVED AND LIABILITIES PAID BY TODD W.

JOHNSON UNDER PROPERTY SETTLEMENT AGREE-
MENT DATED MARCH 4, 1935.

Cost to Market Value

Community March 4, 1935

1. Real Estate described in Article 8(a) of

Property Settlement Agreement 3,000.000 1,500.00

2. Real Estate described in Article 8(b) of

Property Settlement Agreement 1,845.28 500.00

3. Real Estate described in Article 8(c) of

Property Settlement Agreement 31,355.08 30,000.00

4. 300 shares Citizens Bank described in

Article 9 of Property Settlement Agree-

ment 8,095.25 6,000.00

5. 200 shares Dunhill International described

in Article 9 of Property Settlement Agree-

ment 4,322.50 1,000.00

6. Auburn automobile described in Article 9

of Property Settlement Agreement (Cost

estimated) 1,500.00 1,000.00

7. Cash in Banks as set forth in Article 9

of Property Settlement Agreement 6,350.96 6,350.96

8. Accounts receivable for legal fees due

plaintiff, collected in 1935, as set forth

in Property Settlement Agreement No Cost 31,958.67

9. Johnson and Johnston—accounts receiv-

able collected in 1935, as set forth in

Property Settlement Agreement No Cost 20,069.78

56,469.07 98,379.41

Depreciation on items 3 and 6 1,850.00

54,619.07

Liabilities paid by Plaintiff under Prop-

erty Settlement Agreement

1934 Income Tax of plaintiff paid by plaintiff 5,082.78 5,082.78

1934 Income Tax of Esther Jeanne Johnson

paid by plaintiff 5,082.78 5,082.78
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Cost to Community and Market Value of Property Received and

Liabilities Paid by Todd W. Johnson Under Property Settle-

ment Agreement Dated March 4, 1935— (Continued.)
Cost to Market Value

Community March 4, 1935

1935 Income Tax of plaintiff paid by plaintiff 3,118.95 3,118.95

1935 Income Tax of Esther Jeanne Johnson

paid by plaintiff 3,118.95 3,118.95

16,403.46 16,403.46

Difference 38,215.61 81,975.95

[Endorsed] : Filed 9-18-1941.

Mr. Mitchell : May it be clear for the record that

the defendant is stipulating that the witness, Mr.

Johnson, the plaintiff, would testify as set forth in

the exhibits, and call the Court's attention to the

fact that the costs as set forth in the first column in

each exhibit, Plaintiff's Exhibits 2 and 3, are the

costs of certain tangible projDerties to the commu-

nity, the community cost, not Mr. Johnson's cost

nor Mrs. Johnson's cost basis for the community

cost basis.

The Court : Mr. Mitchell, make that just a little

clearer, because evidently you have a distinction

there in mind. If these properties were paid for out

of community funds, then it is community prop-

erty.

Mr. Mitchell : That is true.

The Court: And the cost is community cost.

Mr. Mitchell : Correct. [81]
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So as to explain my reason for that limitation,

it is the Government's contention that Mr. John-

son's cost basis is much greater than Mrs. John-

son's cost basis, because Mr. Johnson's interest

in community property is much greater than Mrs.

Johnson's interest in community property, and

that Mrs. Johnson gave up certain rights, statutory

rights, to support and so on, that have a value,

and which enter into her cost basis.

In other words, these figures are valueless insofar

as determining the cost basis and market value of

Mrs. Johnson's interest, or insofar as determining

the cost basis of Mr. Johnson's interest or the

market value of his interest at the time of the

agreement because of the great difficulty in the

value of his interest and the value of her interest.

[82]

TODD W. JOHNSON

recalled as a witness by and in behalf of the Gov-

ernment, having been previously duly sworn, was

examined and testified further as follows:

Mr. Johnson: Before you begin jouv cross ex-

amination, Mr. Mitchell, may I ask the Court if

my testimony is as an adverse witness for the de-

fendant, may it also be regarded as my direct tes-

timony for the plaintiff.

The Court : Yes.
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Cross Examination

By Mr. Mitchell

:

Q. Did you receive rents from the Pico proiD-

erty for one year in accordance with Paragraph 7

of the agreement [83] amounting to during that

year $2,179.74?

A. I did. I might say that in originally prepar-

ing that statement, that I considered that the bills

paid, current bills, were somewhat more than that

and I did not take that item into consideration for

that reason.

Q. Mr. Johnson, referring again to Plaintiff's

Exhibit 3, the last item entitled "1935 Income Tax

of Esther Jeanne Johnson paid by Plaintiff," why

do you put that in two columns? You have a col-

umn here of income taxes, the cost to commmiit)^ of

income taxes paid. Is that for comparing the col-

umn to the totals of the column?

A. It is for the purpose of comparing market

values with cost values. That would be in the nature

of an assmnption of a liability and in the purchase

of a property, so that if you assume certain debts

you would get that much less.

Q. Then you are not testifying that the left-hand

column following the 1934 and 1935 taxes paid by

you are cost to the community, are you? [84]

A. No. This is Exhibit 3. The actual book costs

of the property received was $54,619.07, lees debts

of $16,403.46, which I assumed, so that actually the

difference would be $38,215.61.
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Likewise, the market value of the property re-

ceived was $98,379.41, and I assumed $16,403.46

debts, so that I received a net property above debts

of $81,975.95. That was put there for comparison

of what I got out of the property settlement as com-

pared to what my wife received out of it.

Q. Now, Mr. Johnson, prior to the time the

property settlement agreement and your negotia-

tions with Mr. Gilbert, about which you testified

this morning, did Mr. Gilbert at that time promise

that wdien he drafted the divorce complaint he

would not ask you for any alimony, temporary or

permanent, or for costs or attorney's fees, other

than what you agreed to in the pi'operty settlement

agreement? [85]

The Witness: Well, I don't remember his prom-

ising me that exact thing, Mr. Mitchell. It was just

understood that there w^asn't any alimony involved.

[86]

Q. Now, about this item 8 in Plaintiff's Exhibit

3. Item 8 reads, "Accounts Eeceivable for Legal

Fees due Plaintiff, Collected in 1935, as set forth

in Property Settlement Agreement."

That means collected after March 4, 1935, does

it not?

A. Between March 4, 1935, and December 31,

1935. [88]

Q. As of March 4, 1935, how were you able to

estimate that exactly one-half of earned but uncol-

lected accounts receivable of the partnership, that



112 Todd W. Johnson vs.

(Testimony of Todd W. Johnson.)

is, your interest, one-half of your interest, was

$20,069.78?

A. That represented the accounts receivable

which were due and were i^ayable for work finished.

Q. Gross? A. Yes, gross.

Q. You didn't know then what your net profit

for the year would be, did you?

A. Not exactly, no.

Q. You didn't know what the expenses would

be the bal- [89] ance of the 10 months of the year?

A. I didn't know exactly what they would be.

I could have made a pretty close approximation.

Q. You didn't know what the gross assets would

be for the balance of the year ?

A. That is true. [90]

Q. What was the age of your wife as of the

date of the agreement?

A. I believe 30 years.

Q. 30 years old? A. Yes. [91]

Mr. Johnson: Mr. Gilbert informed me that he

wouldn't contend in our negotiations that my wife

was not capable of earning her own living, that he

would admit that for the purpose of our discussions,

and from the very beginning that was not brought

up again, excepting it was understood that there

would be no claim other than the property settle-

ment agreement itself.

Mr. Mitchell : No claim for alimony you mean.

Mr. Johnson : No other claim of alimony or any

other kind, excepting as shown in the property

settlement agreement. [94]
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Mr. Johnson: Your Honor, at this time I would

like to make a motion, and in support of that mo-

tion

Mr. Johnson: The motion I would like to make

would be to amend the prayer in my complaint to

ask for a refund of $7,148.11

The Court (Interrupting) : $7,148.11.

Mr. Johnson (Continuing) : plus interest as

allowed by law in lieu of the prayer as it now stands,

which asks for a refund of $3,828.15, plus interest

as allowed by law.

The increased amount of refund represents the

exact amount of deficiency income tax which the

Commissioner pro- [133] posed to assess against me
and which was paid, partly in cash and partly by

credit. [134]

I don't have any sound reasons for resisting

counsel's motion. So far as his theory is concerned

as expressed today, it is the very theory that I

thought he was relying on all the time as an alter-

native theory to the gift theory, and I don 't see any

difference so far as the general theory is concerned,

but my only thought is that he now has figured out

under the same theory that he is entitled to a

larger refund than he was before.

The Court: The amendment will be allowed.

[145]

The Court: Do you rest, Mr. Johnson?

Mr. Johnson: Yes, I rest.

Mr. Mitchell : If the Court please, for the record
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I would like to make a motion at this time to strike

out all testimony and evidence relating to values,

both the cost basis and values, upon all of the

grounds that I stated in support of my objection to

the introduction of that very testimony. [147]

The Court: The motion will be denied. An ex-

ception allowed the Government.

Mr. Mitchell: Now, Mr. Johnson, as attorney

for your- [150] self will you stipulate that Mrs.

Johnson filed no gift tax return reporting any gifts

received from you or any gifts from her to you in

the year 1935?

Mr. Johnson : I will.

Mr. Mitchell: Will you also stipulate that you

filed no gift tax return and paid no gift tax upon

any gifts by you to Mrs. Johnson in the year 1935

or by virtue of any gifts from her to you in the

year 1935 '?

Mr. Johnson: I will.

Mr. Mitchell : Will you stipulate that no children

were born of the marriage with Mrs. Esther Jeanne

Johnson ?

Mr. Johnson: I will. [151]

Mr. Mitchell: Mr. Johnson has already been

sworn and he is again called as an adverse witness

under Rule 43, Section B.

Direct Examination

By Mr. Mitchell

:

Q. Mr. Johnson, one paragraph of the agree-
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ment of March 4, 1935—I refer to paragraph 13

—

reads as follows: "It is further agreed that this

agreement shall be in lieu of all other compensation

or claims of any kind in favor of either party

against the other * * *."

Since the execution of that agreement, has Mrs.

Johnson ever made any claim to you for support

or alimony or any other claim at all?

A. No, she has not.

I might add, Mr. Mitchell, that I have been in-

formed that she fared very badly financially in the

management of her properties, and that an attorney

was consulted by her with the idea of determining

whether or not she could get any more out of me.

That is the only information that I have. She her-

self to me direct has never made a claim.

Q. Has any agent on her behalf made a claim

against you? [152]

A. The attorney told me that he had been ap-

proached, and he had informed her that she had

no standing legally.

Q. So that no claim was made against you?

A. Well, no, not actually to me by her.

Q. Or by any agent?

A. By her filing suit or anything like that. That

is what happened.

Q. I have here two quit claim deeds, Mr. John-

son, from Esther Jeanne Johnson to yourself, which

are duly recorded, each is dated March 4, 1935, and

ask whether these—they are signed "Esther Jeanne
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Johnson" and duly acknowledged—were delivered

to you at about the time they were signed.

A. The}^ were at the time they were signed.

Mr. Mitchell : If the Court please, I think coun-

sel will stipulate that the i)roperties described in

these quit claim deeds were the three parcels of real

estate described in paragraph 8 of the property

settlement agreement, paragraphs 8(a), 8(b), and

8(c).

Is that correct, Mr. Johnson?

The Witness: They are the same properties de-

scribed in the property settlement agreement, but

I can't tell you under which paragraph, which came

to me. [153]

Mr. Mitchell: One deed covers Lots 21 and 22

of Tract No. 6073, as recorded in Book 63, page 13

of Maps. This describes one parcel of property and

recites that it was held in the name of Todd W.
Johnson. The portion that I desire to read in the

record from this schedule is as follows. (It is in

l^arentheses) :

"(This release is made to carry out the mu-

tual agreement entered into in that the said

property hereinafter referred to shall be and

become the sole and separate property of Todd

W. Johnson.)"

The other deed covers two parcels of property,

the first Lot 49, Tract 8025, and the second parcel

being Lots 142 and 161, 162, 163, 164, and 165 or

Tract 5070. Following the description is the follow-

ing paragraph which reads as follows:
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"This conveyance is made by Esther Jeanne

Johnson (also known as E. Jeanne Johnson)

to Todd W. Johnson to carry out the mutual

agreement entered into in that the said prop-

erty hereinabove referred to shall be and be-

come the sole and separate property of said

Todd W. [154] Johnson." [155]

Mr. Mitchell: If the Court please, the defen-

dant desires to introduce a certified copy of the

income tax return for 1935, filed by Todd W. John-

son, and ask that it be marked. Defendant's Ex-

hibit A.

The Clerk: Defendant's Exhibit A.

(The income tax return referred to was re-

ceived in evidence and marked "Defendant's

Exhibit A.")

DEFENDANT'S EXHIBIT A

United States of America

Treasury Department

Washington

March 10, 1941

Pursuant to the provisions of Section 661, Chap-

ter 17, Title 28 of the United States Code (Section

882 of the Revised Statutes of the United States),

I hereby certify that the annexed is a true copy of

Individual Income Tax Return for 1935, (with rider
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attached), filed by Todd W. Johnson, Los Angeles,

California, filed in this Department.

In witness whereof, I have hereunto set my hand,

and caused the seal of the Treasury Department to

be affixed, on the day and year first above written.

By direction of the Secretary of the Treasury:

F. A. BIRGFELD
Chief Clerk, Treasury De-

partment.

WHB JWB S S F J P W H
umb
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Rider

An interlocutory decree, granting divorce and ap-

proving property settlement between Todd W. John-

son and Esther Jeanne Johnson, husband and wife,

was made by the Superior Court, Los Angeles

County, California, on March 29, 1935. Under the

California Law the final decree can be obtained any

time after March 29, 1936, if the parties do not live

together as husband and wife prior to said time.

Until or unless a final decree is made by said Supe-

rior Court, the parties are husband and wife the

same as if no interlocutory decree had been made.

Therefore, the returns of the parties are made as

husband and wife, but a personal exemption of only

$1,000.00 each is claimed, total exemption—$2,000.00,

instead of claiming $2,500.00 personal exemption,

w^hich is allowable to a husband and wife who live

together during all of the calendar year.

[Endorsed] : Filed 9/17/41.

Mr. Mitchell: And also the information income

tax return filed by the partnership of Johnson and

Johnston for the year 1935, and ask that it be

marked Defendant's Exhibit B.

The Clerk: Defendant's Exhibit B.

(The income tax return referred to was re-

ceived in evidence and marked '^Defendant's

Exhibit B.")
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DEFENDANT'S EXHIBIT B

United States of America

Treasury Department

Washington

March 10, 1941

Pursuant to the provisions of Section 661, Chap-

ter 17, Title 28 of the United States Code (Section

882 of the Eevised Statutes of the United States),

I hereby certify that the annexed is a true copy of

Partnership Return of Income for 1935, filed by

Johnson and Johnston, Los Angeles, California,

filed in this Department.

In Witness Whereof, I have hereunto set my hand,

and caused the seal of the Treasury Department to

be affixed, on the day and year first above written.

By direction of the Secretary of the Treasury.

F. A. BIRGFELD
Chief Clerk, Treasury Depart-

ment.

WHB JWB S S F J P W H
umb

[Endorsed]: Filed 9/17/40
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(Testimony of Todd W. Johnson.)

Mr. Johnson: No objections.

Mr. Mitchell: Mr. Johnson, as your attorney

will you stipulate that the income tax return of

Esther Jeanne Johnson for the year 1935 was made

out in your office under your supervision by your

secretary or bookkeeper?

Mr. Johnson: By me.

Mr. Mitchell : Made out by you ?

Mr. Johnson: Yes.

Mr. Mitchell : And will you stipulate that it was

identical with the return filed by you which is now

in evidence as Defendant's Exhibit A?
Mr. Johnson: It was identical with the excep-

tion of [158] name, address, signature, and if it

was necessary to change the gender in pronouns,

that was changed.

Mr. Mitchell: Does your stipulation include the

answer to Question No. 11, appearing at the top of

the return, answer to questions ?

Mr. Johnson: Yes.

Mr. Mitchell: Mr. Johnson, as your attorney,

will you also stipulate to the following facts regard-

ing the complaint of Esther Jeanne Johnson v.

Todd W. Johnson, Superior Court, Los Angeles

County, No. 129957:

That the suit was commenced by filing Mrs. John-

son's complaint on the 5th of March 1935. That has

already been stipulated in the stipulation of facts

that the grounds alleged in the complaint were

cruelty

;
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(Testimony of Todd W. Johnson.)

That the inteiiocutory decree was entered on the

1st of April, 1935;

That the final decree was entered on April 2,

1936;

That paragraph 4 of the complaint reads as fol-

lows: ''That on the 4th day of March 1935, plaintiff

and defendant entered into an agreement in w^riting,

settling and determining their respective property

rights arising from said marriage, which agree-

ment in writing obligates defendant, among other

things, to pay to plaintiff for her support and main-

tenance the sum of $500 per month, payable at the

rate of $250 on the 1st and $250 on the 15th of each

month, commencing as of March 1, 1935, and con-

tinuing for a period of 12 months"; [159]

That paragraph 2 of the prayer of the com-

plaint reads as follows: "That the property settle-

ment agreement entered into between plaintiff and

defendant be approved by this honorable court, and

that the applicable parts thereof be incorporated in

the decree of this honorable court";

That paragraph 3 reads, "A prayer for general

relief";

That the complaint is signed by W. I. Gilbert

and Hugh W. Darling, attorneys for the plaintiff;

That the default of the defendant was requested

and entered in due course;

That the interlocutory decree was dated March

29, 1935, and was docketed and entered on April 1,

1935, in Book 903, page 249;
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(Testimony of Todd W. Johnson.)

That the interlocutory decree recites the default

of the defendant. It adjudges that the plaintiff is

entitled to a divorce one year after the entry of

the interlocutory decree, and that the decree con-

tains the following paragraphs:

"It is further adjudged that the property settle-

ment agreement between plaintiff and defendant

dated the 4th day of March 1935, an executed copy

of which was introduced into evidence and marked

Plaintiff's Exhibit 1, be, and it is, hereby approved;

*'It is further adjudged that the defendant be,

and he is hereby, ordered to pay to plaintiff as

alimony for her support and maintenance the sum

of $500 per month for a period of one year, com-

mencing as of the first day of March 1935, payable

at the rate of $250 on the 1st of each month [160]

and $250 on the 15th of each month."

That there was no award of costs or attorneys'

fees in the decree, and no mention in the decree

of a division of community property other than

the reference to the agreement;

That the final decree was dated April 2, 1936,

and was entered and docketed on the same day in

book 935, page 349;

That the final decree recites the entry of the

interlocutory decree, dissolves the bonds of matri-

mony, and adjudges a divorce; and it further con-

tains the following paragraph:

"It is further ordered and decreed that wherein

said interlocutory decree makes any provision for
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(Testimony of Todd W. Johnson.)

alimony or the custody and support of children,

said provision be, and the same is hereby, made

binding on the parties affected thereby, the same

as if herein set forth in full, and that wherein

said interlocutory decree relates to the property

of the parties hereto, said property be, and the

same is hereby, assigned in accordance with the

terms thereof to the parties therein declared to be

entitled thereto";

That the summons and complaint in the case was

personally served upon the defendant, Todd W.
Johnson, on the 6th of March 1935, and that a

certified copy of the interlocutory decree was per-

sonally served upon the defendant, Todd W. John-

son, on April 3, 1935.

Mr. Johnson: I will.

Mr. Mitchell : The defendant rests, your Honor.

[161]

Mr. Mitchell: If the Court please, may I just

make this suggestion : If the Court should ultimately

decide that the transaction is a sale and purchase

transaction, which will necessitate going into the

considerations paid and received by each of the

parties, the Government may desire to introduce

some expert testimony, and I think it would be

difficult for the Court to decide the value of cer-

tain intangible rights and powers without the as-

sistance of an expert, but that would entail con-

siderable expense and considerable time.
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(Testimony of Todd W. Johnson.)

The Court: I might consider it, but I don't

believe there is any expert in the world that could

give you or myself any light on those intangibles.

It is just a wild guess. [164]

[Endorsed]: No. 10214. United States Circuit

Court of Appeals for the Ninth Circuit. Todd W.
Johnson, Appellant, vs. United States of America,

Appellee. Transcript of Record. Upon Appeal from

the District Court of the United States for the

Southern District of California, Central Division.

Filed August 7, 1942.

PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.

In the United States Circuit Court of Appeals

For the Ninth Circuit

No. 10214

TODD W. JOHNSON,
Plaintiff and Appellant,

vs.

UNITED STATES OF AMERICA,
Defendant and Appellee.

STATEMENT OF POINTS ON WHICH AP-
PELLANT INTENDS TO RELY UPON AP-
PEAL

Appellant hereby adopts and relies upon the

Statement of Points filed in the trial or District
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Court and designates the following parts of the rec-

ord on appeal as necessary for consideration of said

appeal and to be printed:

[Here follows designation by apj)ellant of por-

tions of transcript to be printed.]

Dated : August 6th, 1942.

TODD W. JOHNSON
In Propria Persona, Appel-

lant.

Received copy of the within Statement of Points

on Which Appellant Intends to Rely Upon Appeal

and Designation of Parts of Record to Be Printed

this 6th day of August, 1942.

WM. FLEET PALMER,
United States Attorney.

E. H. MITCHELL
Assistant United States At-

torney.

By E. H. MITCHELL
Assistant United States At-

torney,

Attorneys for Defendant-

AppeUee.

[Endorsed] : Filed Aug. 7, 1942.
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In the District Court of the United States in arid

for the Southern District of California

Central Division

No. 1195-0 'C

TODD W. JOHNSON,
Plaintiif,

vs.

UNITED STATES OF AMERICA,
Defendant.

MOTION TO AMEND AND TO MAKE ADDI-
TIONAL FINDINGS AND CONCLUSIONS
UNDER RULES 52(b) and 59(a) (2)

The defendant above named moves (1st) that the

Findings of Fact and Conchisions of Law, hereto-

fore concurrently entered with the Judgment im

above case on the 30th day of June 1942, be amend-

ed in the particulars hereinafter pointed out and

(2d) that the Court make the new and additional

findings and conclusions set forth below.

FINDINGS
Defendant moves that the following findings oir

portions thereof as indicated be stricken or amend-

ed for the reasons and upon the grounds stated^

I.

There is neither sufficient nor substantial evi-

dence nor is there any law to support, that portion

of Finding V to the effect that the wife, as well as
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the husband, "intended to and did * * * dispose of*

the community property which was the subject of

the agreement. [74]

A married woman, during marriage, camiot "dis-

pose" of community property traceable to her hus-

band's earnings.

II.

There is neither sufficient nor substantial evidence

to support that portion of Finding VII to the ef-

fect that the $6,000.00 alimony payment alone, or

any part thereof alone, was, "in full satisfaction

of and constituted a complete discharge of" the

husband's legal duty to support and maintain his

wife.

The agreement must be read as a whole and it

contains no such provision or expression of intent.

A written contract cannot be so amended by a court

in the absence of fraud or mutual mistake.

III.

There is neither sufficient nor substantial evi-

dence, nor is there any law, to support that portion

of Finding VIII to the efPect that the wife "dis-

posed" of her so-called "half interest" in the com-

munity property. (P. 3, lines 21-24)

it is elementary that California wives cannot

"dispose" of their limited interests in community

property during marriage.

Defendant moves that the following be substi-

tuted for such ]K)rtion of Finding VIII, to-wit:

In so I'ai- as it related to ('(^liinuiiity i)r()p-
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erty, real and personal, the wife ** conveyed'^

nothing, but did release and relinquish her

statutory marital rights in respect of the items

transformed by the agreement into the hus-

band's separate property. As between the par-

ties themselves, no written instruments of con-

veyance or transfer, other than the agree-

ment, [75] was necessary to legally transform

such community property, real or personal, into

the separate property of either spouse, regard-

less of the name or names in which held.

IV.

There is no evidence whatsoever to support the

following portion of Finding IX; to-wit:

the value of the undivided one-half interest of

each spouse in said community properties, at

the time of the agreement, w^as also exactly one-

half the value of the whole property.

Such portion of Finding IX is also incomplete

and misleading, unless there be added thereto the

following, to-wit:

The interest of the wife, however, in and to

such community properties did not, at such

time, include the right or power to use, pos-

sess, control, manage, contract respecting, pay

debts with, sell, mortgage, pledge, or other-

wise dispose of her so-called ''one-half inter-

est" therein. All such rights and powers were

then vested exclusively in plaintiff to the ex-

tent of 100% thereof. His wife did then have
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power, however, by contract with plaintiff but

with no one else, to transform such community

property into the sej^arate property of herself

or husband. She also had power to set aside

any gifts thereof which might have been made

by plaintiff without her consent. None of the

ordinary mcidents or attributes of ownership

could accrue to her in respect of such commu-

nity property except by agreement with plain-

tiff, by a gift from her husband, by divorce, or

by plaintiff's prior death. The [76] fundamen-

tal purpose of the community property sys-

tem is, and always has been, to safeguard and

protect wives against want, upon the future

possible dissolution of marriage by the death

of husbands and by divorce. None of the bur-

dens or obligations of ownership of community

property traceable to the husband's earnings

are imposed upon the wife. All are imposed per-

sonally and exclusively upon the husband to

the extent of 100% thereof.

The finding to the effect that the value of the

wife's interest in comnumity y)roperty is equal to

the value of the husband's interest is supported by

no evidence whatever.

V.

The words "disposed of and", appearing in Find-

ing X, p. 4, line 3, should be stricken, in so far as

it relates to the disposal of community })roperty

by the wife. While she had power to ''transform"
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commimity property into the husband's separate

property, by agreement with him, there is no evi-

dence that the husband conferred ui^on her the

power to "dispose" thereof.

VI.

Item 12 of Finding XI should be stricken. There

is no evidence whatever as to the cost of cash in

any bank.

VII.

The words "or the commmiity", appearing in

Finding XIII, p. 5, line 30, should be stricken. The

community is not a separate entity capable of con-

tracting or owing debts in California. [77]

VIII.

Finding XIV, in so far as it relates to the "cost"

of each spouse's interest in the community prop-

erty, should be stricken.

While there is evidence of the cost of certain

tangible community properties, there is no evi-

dence whatever in the record to indicate the cost to

the husband of his interest therein or to indicate

the cost to the wife of her interest therein.

Such portion of Finding XIV is also wholly im-

material in view of the first sentence of Finding

VIII to the effect that the transaction evidenced

by the agreement did not constitute reciprocal sales

or exchanges. The insertion of a finding of costs

can result in nothing but confusion to a reviewing

court.
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IX.

Findings XVI to XX, inclusive, should be

stricken. They are also wholly immaterial in view

of the first sentence of Finding VIII to the effect

that the transaction evidenced by said agreement

did not constitute reciprocal sales or exchanges.

In so far as they relate to the value and to the

cost of the greatly different interests of the respec-

tive spouses in community properties, they are sup-

ported by no evidence whatever.

ADDITIONAL FINDINGS

X.

If the Court should deny defendant's motion to

strike its findings relating to the value and the

cost of the joint tenancy and community prop-

erties, and instead holds that such findings are

material in spite of its [78] decision that the trans-

action evidenced by the agreement was in the na-

ture of a division or partition (Conclusion VIII)

and did not constitute reciprocal sales or exchanges,

then there should be added the following finding

in substance, towit

:

Plaintiff failed to establish the then value to

him of his wife's release and relinquishment of

her following marital rights, to-wit: (a) her

right to supi)ort, maintenance or alimony for

the remainder of her life; (b) her right to at

least an equal division of community property

in case of divorce; and (c) her right to admin-

ister upon his estate, to a probate homestead,
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to a family allowance, and to inheritance in

case he should predecease her during marriage.

The wife's release of these marital rights and

claims against plaintiff was of substantial

monetary value to him and was one of the coilr

siderations for the agreement of Marcli 4,

1935.

XI.

One of the contentions made in this case by the

plaintiff is that the dissolution of the community

relationship of the spouses was analogous to the

dissolution of a partnership, and that the statutes

and regulations relating to the realization by indi-

vidual partners of taxable gaijis or deductible

losses upon dispositions made subsequent to disso-

lution apply to the case at hand.

The Court decided this issue in favor of the Gov-

ernment, but made no finding or conclusion in re-

sponse thereto. The following finding and/or con-

clusion, [79] therefore, should be added

:

The community property relationship exist-

ing between the spouses, at the time of the

agreement, was not that of statutory or com-

mon law partners or joint adventurers, either

in respect of the husband's uncollected earn-

ings or in respect of the tangible community

and joint tenancy properties. Plaintiff's col-

lection of his earnings, which earnings were

uncollected at the time of the agreement, was

not a sale, exchange or disposition of property.
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No such ground for recovery was set forth in

his refund clainL

XII.

Another contention made by the taxpayer was

that the agreement evidenced a transfer by the wife

of half of certain accrued but uncollected receiv-

ables which, when collected by the transferee hus-

band, were income taxable to the transferor wife,

coming therefore within the principle invoked by

the Supreme Court in the Horst and Eubank cases.

The govermnent contended to the contrary. Such

issue was decided by the Court in favor of the Gov-

ernment, but it made no finding in response thereto.

Hence, the findings are not complete unless the fol-

lowing be added.

In respect of plaintiff's uncollected earnings

and his contractual right to the law firm's net

profits, his wife never possessed or enjoyed

the legal riglits, powers or interests of a statu-

tory or common law co-partner, joint tenant or

tenant in common. She never had command

over the source of such earnings or net pi'ofits,

and never possessed a single right, power or

interest in respect thereof that she could as-

sign to others. She could never have collected

[80] the same or have commanded the pavTnent

thereof to anyone. The legal right to command,

collect and receive payment of all thereof had

accrued exclusively to plaintiff, was vested in

him, and was not transferred to him by his wife

as to all or any part thereof. Plaintiff's wife
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realized no income whatever by virtue of the

transformation of plaintiff's earnings and con-

tractual right into his separate property, or

by virtue of plaintiff's subsequent collection

of such earnings and his share of such net

profits, or by virtue of the two events or trans-

actions combined.

Plaintiff's contention that the transforma-

tion of the accounts receivable into his sepa-

rate property and his later collection thereof

in the taxable year constituted the "realiza-

tion" of income by his wife to the extent of

one-half thereof, was not mentioned or set

forth as a ground for recovery in his claim for

refund.

XIII.

There is no evidence to support the following

portions of the Court 's Finding XXI

:

1st. To the effect that the sums expended by the

law firm for club dues and expenses, in the year

1935, were so expended for the then purpose of se-

curing clients and building up firm business.

There is evidence that such was the purpose of

similai' expenditures made in the years 1931 and

1932, at the time of the inception of the law busi-

ness. However, the evidence is undisputed that bo-

fore 1935 the business had so grown that new clients

and new legal business were no longer desired or

needed. [81]

2nd. To the effect that "large legal fees were
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received by the firm from contacts made in the year

1935 at these clubs." And

3rd. To the effect that the 1935 cost of club ac-

tivities "was both ordinary and necessary to the

operation in 1935 of the firm business.
'

'

CONCLUSIONS

The following conclusions of the trial Court are

either misleading, inaccurate, miintelligible or im-

material, as pointed out below, and unless corrected

or stricken will make for much confusion and will

impose many umiecessary difficulties upon any

court that may review the judgment upon the main

issue herein.

I.

(a) The Court's Conclusion II is misleading

because of omissions and because it is in apparent

conflict with the last sentence of the Court's Find-

ing III, p. 1, lines 28-32. Not only did the agree-

ment "dissolve the community and joint tenancy

character of the properties", but it also discharged

the many marital obligations of the husband to-

ward his wife and released him from all of the

wife's legal claims against him. If the trial court

is to make a conclusion as to the legal effects of

the agreement, it should set forth all of such legal

effects instead of merely part of them.

(b) Conclusion III is inaccurate imless amended

by striking out the words "accounts receivable" (p.

8, line 21), and inserting in lieu thereof the words,

"distributable profits." A firm's accounts receivable
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are specific partnership property and hence are not

community property. (Calif. Civ. Code, Sec. 2419

(2) (e)) [82]

(c) As it stands, Conclusion IV is also confus-

ing and misleading in that a reviewing court would

be justified in construing it to set forth the trial

Court 's sole reason for its decision on the main issue

in this case. The Court's ultimate conclusion that

all of the collections were taxable solel}^ to the hus-

band is based necessarily upon all the facts and all

of the law. When a conclusion is based upon nu-

merous factual and legal reasons, it is confusing,

misleading and dangerous for a trial court to ex-

pressly base it upon but two facts. Particularly is

this true where a party, as here, relies upon sev-

eral alternative theories or contentions all of which

have been decided against him. And particularly is

it true where such losing party has, as here, an-

nounced his intention to appeal from such ultimate

conclusion and in all probability will urge a review

of the trial court's express or vaguely implied rul-

ings upon each of such alternative contentions.

(d) Conclusion V is likewise inaccurate and mis-

leading to the extent that it refers to "transfers"

of community assets by each spouse to the other.

It is to such extent inconsistent with that portion

of the Court's Finding VIII (p. 3, lines 15 and 16)

and with Conclusion VIII (p. 9, lines 24-27) to the

effect that the transaction was in the nature of a

"partition."

In so far as Conclusion V refers to a transfer

by the wife of her so-called half interest in com-
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munity assets, it is also inaccurate. She merely re-

leased or relinquished those protective rights or in-

terests conferred upon her as the then potential

Avidow or grass-widow of plaintiff. She never had

power to "transfer" an undivided half of the com-

munity property to anyone.

(e) Conclusion VII, for the same reason and

in [83] so far as it refers to a "transfer" by the

wife, is likewise inaccurate aiid misleading.

(f ) Conclusions IX, X, and XI, relating to cost,

are wholly immaterial since the Court, in deciding

the main issue against the plaintiff (Conclusions

XII, XIII, XIV and XV), necessarily concluded

that neither the transformation agreement nor the

subsequent collection of receivables constituted

sales, exchanges or disposals of property or capital

assets within the meaning of Sections 22(e), 23(j),

111, 113 or 117 of the Revenue Act of 1934. In ad-

dition to this the Court concluded (Conclusion XV,

p. 11, lines 1-5) that the collection by plaintiff of

the receivables constituted the realization of in-

come by him to the extent of 100% thereof, "with-

out the deduction therefrom of any cost or other

basis."

Such being the case. Conclusions IX, X and XI
relating to the proper allocation of specified costs

are wholly inunatei-ial.

It may also be said that even were the exact cost

of the interest of each spouse in each item of prop-

erty essential to the judgment here rendered, there

is no evidence whatever to indicate the respective
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amounts thereof as set forth in said Conclusions

IX, X and XI.

II.

For the purpose of accuracy and clarity, to avoid

confusion and inconsistencies, and to simplify the

task of any reviewing court, defendant moves that

Conclusions II through XV be stricken and that

there be substituted therefor Conclusions II

through VIII heretofore '' proposed" by the Gov-

ernment. [84]

This motion is made upon the grounds stated,

and upon the further ground that Rule 8 of this

Court, requiring that all findings shall be prepared

by the successful party, was not complied with in

this case in respect of the main issued which was

decided in favor of the Government. The motion

is also made upon all of the pleadings, briefs, points

and authorities, exhibits, reporter's transcript of

proceedings, the opinion and the findings and con-

clusions in this action.

Dated: July 9, 1942.

WM. FLEET PALMER
United States Attorney

E. H. MITCHELL,
Asst. United States Attorney

By E. H. MITCHELL
Attorneys for Defendant.

[Endorsed] : Filed Jul. 9, 1942. [85]
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At a stated term, to wit: The February Term,

A. D. 1942 of the District Court of the United

States of America, within and for the Central Di-

vision of the Southern District of California, held

at the Court Room thereof, in the City of Los An-

geles on Friday the 31st day of July in the year of

our Lord one thousand nine hundred and forty-

two.

Present: The Honorable: J. F. T. O'Comior,

District Judge

[Title of Cause—No. 1195-0 'C Civil.]

The motion of defendant to amend and to make

additional Findings and Conclusions imder Rules

52-b and 59-a, pui-suant to notice filed July 16, 1942,

having been argued and submitted forthwith, and

the Court having duly considered the matter, now

causes its Memorandum to be filed, and pui*suant

thereto denies the motion of defendant to amend

and to make additional Findings and Conclusions.

[86]
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[Title of District Court and Cause.]

MEMORANDUM

Philip D. Johnston and Otis T. Graham, Jr., At-

torneys for Plaintiff, Los Angeles, California.

William Fleet Palmer, United States Attorney;

E. H. Mitchell, Assistant United States Attor-

ney; and Armond Monroe Jewell, Assistant

United States Attorney, Attorneys for De-

fendant.

O'Connor, J. F. T., Judge.

The motion to amend and to make additional

findings of fact and conclusions of law under Rule

52 (b) and 59 (a) (2) came on regularly to be

heard before the court on the 27th day of July, 1942,

and the court having heard arguments of counsel

and having been fully advised in the premises, de-

nies the motion to amend and to make additional

findings and conclusions.

Dated July 31, 1942.

J. F. T. O'CONNOR,
Judge.

[Endorsed] : Filed Jul. 31, 1942. [87]
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cisions by the Board in the "Mesta Case" and the

"Crosby Case" and the lower court in this case 34

(a) The Walz case 34

(b) The Mesta case 35

(c) The Crosby case „ 38

VIII.

The lower court's decision is in direct conflict with Horst,

Eubank and Schaffner cases 39

IX.

If the property settlement was a "tax-free exchange"

transaction on which no gain or loss is recognized ap-

pellant only realized income of $1,259.39 when he col-

lected his wife's one-half of the accounts receivable, and

his wife realized either no income at all or income of

$8.201 .73 43

Conclusion 47
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1. Jurisdiction.

This appeal involves income tax and is taken from a

judgment of the District Court of the United States for

the Southern District of California. Central Division, en-

tered June 30, 1942. [R. 66, 67.] The opinion, special

findings of fact and conclusions of law may be found in

the record [pp. 43-65]. Notice of appeal was filed July

13, 1942. [R. 67-68.] The jurisdiction of this Court is

invoked by virtue of the provisions of Section 128(a) of

the Judicial Code, as amended by the Act of February 13,

1925.



2. Questions Presented.

1. Does appellant's wife, who owned half of certain

accounts receivable, consisting of legal* fees earned but not

collected and on which no income tax has been paid,

escape payment of the income tax thereon, by trans-

ferring her half of said fees to appellant in a property

settlement and receiving in lieu thereof a one-half interest

in other property, which interest has a market value equal

to the face value of said half of said accounts receivable?

2. Is appellant taxable on the entire amount collected

by him from the half of said legal fees acquired from his

wife in a property settlement by transferring his half of

other property to her, or is he entitled to recover the cost

of his half of the property transferred to his wife before

realizing any taxable income ?

3. Statutes Involved.

Revenue Act of 1934:

"Sec. 22. Gross Income.

(a) General Definition.

—

Gross incouic includes

gains, profits and income derived from salaries, wages

or compensation for personal service, of whatever

kind and in whatever form paid, or from professions,

vocations, trades, business, commerce, or sales or deal-

ings in property, whether real or personal, grozmng

out of the ownership or use of or interest in such

property: also from interest, rent, dividends, securi-

ties, or the transaction of any business carried on for

gain or profit, or gains or profits and income derived

front any source ivhatever. * *
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(e) Determination of Gain or Loss.—In the case

of a sale or other disposition of property, the gain or

loss shall be computed as provided in section 111.

Sec. 111. Determination of Amount, and
Recognition of, Gain or Loss.

(a) Computation of Gain or Loss.—The gain from

the sale or other disposition of property shall be the

excess of the amount realized therefrom over the

adjusted basis provided in section 113(b) for deter-

mining gain, and the loss shall be the excess of the

adjusted basis provided in such section for determin-

ing loss over the amount realized.

(b) Amount Realized.—The amount realized from

the sale or other disposition of property shall be the

sum of any moneys received* plus the fair market

value of the property (other than money) received.

Sec. 112. Recognition of Gain or Loss.

(a) General Rule.—Upon the sale or exchange of

property the entire amount of the gain or loss, deter-

mined under section 111, shall be recognized, except

as hereinafter provided in this section.

(b) Exchanges Solely in Kind.—
(1) Property Held for Productive Use or Invest-

ment.—No gain or loss shall be recognized if prop-

erty held for productive use in trade or business or

for investment (not including stock in trade or other

property held primarily for sale, nor stocks, bonds,

notes, choses in action, certificates of trust or bene-

ficial interest, or other securities or evidences of in-

debtedness or interest) is exchanged solely for prop-

erty of a like kind to be held either for productive use

in trade or business or for investment.*********



(c) Gain From Exchanges Not Solely in

Kind.—
( 1 ) If an exchange would be within the provisions

of subsection (b) (1), (2), (3), or (5) of this sec-

tion if it were not for the fact that the property re-

ceived in exchange consists not only of property per-

mitted by such paragraph to be received without the

recognition of gain, but also of other property or

money, then the gain, if any, to the recipient shall be

recognized, but in an amount not in excess of the sum

of such money and the fair market value of such other

property.*********
Sec. 113. Adjusted Basis for Determining

Gain or Loss.

(a) Basis (Unadjusted) of Property.—The basis

of property shall be the cost of such property; except

that— * * *

(6) Tax-Free Exchanges Generally.—If the prop-

erty was acquired, after February 28, 1913, upon an

exchange described in section 112 (b) to (e), inclu-

sive, the basis shall be the same as in the case of the

property exchanged, decreased in the amount of any

money received by the taxpayer and increased in the

amount of gain or decreased in the amount of loss to

the taxpayer that was recognized upon such exchange

under the law applicable to the year in which the ex-

change was made. If the property so acquired con-

sisted in part of the type of property permitted by

section 112(b) to be received, without the recognition

of gain or loss, and in part of other property, the

basis provided in this paragraph shall be allocated

between the properties (other than money) received,

and for the purpose of the allocation there shall be

assigned to such other property an amount equivalent
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to its fair market value at the date of the exchange.

This paragraph shall not apply to property acquired

by a corporation by the issuance of its stock or se-

curities as the consideration in whole or in part for

the transfer of the property to it.

* * * :K * * * * *"

(Italics supplied by appellant.)

4. Statement of Facts.

At all times involved herein appellant and his wife were

residents of California. [R. 51, 71, 78.] They were

married in 1921. [R. 51.] From 1925 to January 1,

1935, when they separated permanently, they lived together

as husband and wife. [R. 51.] On March 4, 1935, they

made a written property settlement [R. 12 to 19, inclu-

sive], dividing equally between them all of their joint and

community property. [R. 52.] Each spouse received all

of certain properties instead of an undivided half of each

item of property. [R. 52.] All of the properties owned

by them on March 4, 1935, consisting of both community

and joint tenancy property, were acquired after July 29,

1927, and were traceable to legal services performed by

appellant as a member of the marital community. [R. 51,

52.] On April 1, 1935, Mrs. Johnson obtained an inter-

locutory, and on April 2, 1936, a final divorce decree.

[R. 52, 53. 1 Appellant discharged his liability, if any,

for the support of or alimony to his wife, by agreeing to

pay and later paying her $500.00 per month for one year.

[R. 53.]

The fair market value of all the community and joint

property on March 4. 1935, was $172,379.41. [R. 55.]

This total of $172,379.41 included accounts receivable of

the face and market value of $52,028.45, representing legal

fees earned but not collected. [R. 55.]



The total cost of all of said community and joint prop-

erty was $135,430.35. [R. 56.] Said fee accounts re-

ceivable had no cost to the two spouses.
|
R. 56.] Total

depreciation had been sustained and allowed in the income

tax returns of the two spouses in the sum of $3,590.84.

[R. 56.] Each spouse owed income tax of $5,082.78 for

the year 1934 and $3,118.95 for the year 1935 on the basis

of their returns as filed. [R. 56, 57.]

The cost to each spouse of his or her one-half interest

on March 4, 1935, in each particular property owned by

the two spouses jointly was exactly one-half of the total

cost to the community or to the two spouses of said par-

ticular property. [R. 57.]

In the property settlement transaction appellant acquired

his wife's half of property having a total market value of

$49,189.71, computed as follows: $26,014.23 for her half

of $52,028.45 of fee accounts receivable and $23,175.48

for her half of other community and joint property.

[R. 58.]

In said transaction appellant transferred or gave up to

his wife his half of joint and community property which

had a cost to him of $38,610.41, on which amount he had

already paid an income tax, and he also assumed and paid

her 1934 and 1935 income taxes totaling $8,201.73, mak-

ing a total of $46,812.14 given up to or paid for her by

him. [R. 59.J

Appellant's wife thereby acquired appellant's half, hav-

ing a market value of $37,000.00, of certain joint and

community property and also had her 1934 and 1935 in-

come taxes in the amount of $8,201.73 assumed and paid

by appellant, making a total of $45,201.73 acquired by her

in the i)roperty settlement. [R. 59.]
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She transferred or gave up to appellant her half of

certain accounts receivable on which she had no cost, and

also her half of certain other joint and community prop-

erty which had cost her $27,309.53. [R. 59.] She had

already paid an income tax on this $27,309.53. [R. 59,

60.]

Appellant included as income one-half of the collections

of said fee accounts receivable of $52,028.45 or $26,014.22,

in his 1935 income tax return and his wife included the

other half thereof in her return as her income. [R. 80,

81, 82, 83.] Both spouses filed all of their income tax

returns, including the ones for 1935, upon the cash basis.

[R. 79.1 The Commissioner of Internal Revenue deter-

mined that appellant was taxable on the entire $52,028.45

collected by him from said accounts and that his wife was

taxable on no part thereof. [R. 80, 81, 82, 83.] The

lower court affirmed the Commissioner's determination.

[R. 46, 47.]

5. Specification of Errors to Be Urged.

1. The District Court erred in holding that appellant

received taxable income of $52,028.45, instead of $26,-

014.23, when he collected certain accounts receivable rep-

resenting legal fees earned but not collected, because he

owned all instead of half of said accounts at the time they

were collected, notwithstanding the fact that he only owned

a community half therein when said fees were earned and

despite the fact that he acquired his wife's community half

thereof in a property settlement whereby he gave up or

conveyed to her his half of other joint and community

property having a cost and value equal to the face and

market value of said accounts.



2. The District Court erred in failing to hold as a

matter of law that because appellant's wife owned half of

said fees at the time they were earned, she was taxable on

half thereof when said fees were collected by appellant.

3. The District Court erred in failing to hold that the

transfer to appellant by his wife of her community half of

said accounts receivable, representing legal fees already

earned but not collected, in return for appellant's half of

other community and joint property and his payment of

her 1934 and 1935 income taxes, was a taxable event or

final event of enjoyment whereby she realized income or

gain on a cash basis to the full extent of her half of said

fees.

4. The District Court erred in failing to hold that

appellant's wife realized gain or loss in the property settle-

ment, computed or based upon the difference between the

cost of her half of certain joint and community property,

which she transferred to appellant, and the market value

of appellant's half of certain other joint and community

property which he transferred to her.

5. The District Court erred in failing to hold that

appellant realized gain or loss in the property settlement

only upon the difference between the cost of his half of

certain joint and community property which he trans-

ferred to his wife (plus certain of her income taxes as-

sumed and paid by him) and the market value of her half

of said accounts receivable and other joint and community

property which she transferred to him.

6. The District Court erred in failing to hold that said

property settlement was a sale, exchange or disposition of,

or dealing in, property whereby gain or loss was realized

by each spouse, based upon the difference between his or



her cost of the one-half interest conveyed to, and the mar-

ket value of the one-half interest received from, the other

spouse, with proper adjustment for income tax of his wife

assumed and paid by appellant.

7. In the alternative, even if the property settlement

was a tax free exchange, disposition of or dealing in frac-

tional interests in property, on which no gain or loss was

recognized to either spouse, the District Court erred in

failing to hold that before appellant realized any taxable

income when he subsequently disposed of the half of said

fees acquired from his wife by collecting the sum of

$26,014.23, he was entitled to recover the sum total of his

cost of his half of certain other joint and community

property which he gave up or transferred to her and her

1934 and 1935 income taxes paid by4iim for her.

8. The District Court erred in failing to hold that,

regardless of whether the property settlement was a trans-

action whereby gain or loss was or was not recognized to

each or either of the spouses, appellant was entitled to

recover his cost of his half of the joint and community

property which he transferred to his wife, and the income

taxes paid by him for her, before he realized any taxable

income from his subsequent disposition by collection of

the half of said accounts acquired from her.

6. Summary of Argument.

In the property settlement transaction appellant trans-

ferred or surrendered to his wife his half of property vvitli

a cost of $38,610.41. on which he had already paid income

tax, and assumed and paid her income tax of $8,201.73, or

a total of $46,812.14. He acquired from his wife her half

of other property, with a market value of $49,189.71,
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which total includes her half of said fee accounts receiv-

able at face value of $26,014.23.

At no time could he possibly have income of more than

$2,377.57, beii^g the difference between $49,189.71 and

$46,812.14, regardless of whether the property settlement

was a transaction whereby gain or loss is recognized to the

two spouses.

If gain is recognized at the time of the property settle-

ment appellant had taxable income of $2,377.57 but he had

no further gain when he collected his wife's half of the

accounts receivable, because their full fair market value is

taken into account in computing the gain of $2,377.57.

If no gain or loss is ''recognized" at the time of the

property settlement the gain "realized" is still the same as

if "recognized," but the reporting of such gain for income

tax purposes is deferred until the property acquired by

each spouse from the other is disposed of. Thus in 1935

when appellant disposed of part of the property he ac-

quired from his wife, viz., her half of the fee accounts

receivable, $1,257.39 of the realized gain of $2,377.57

would be "recognized" computed as follows: $26,014.23 x

S49,189.71

$2,377.57=$1,257.39. The balance of the "realized gain"

would not be "recognized" until he disposes of the other

property acquired from his wife.

Appellant's wife transferred or surrendered to appel-

lant her half of property with a cost of $27,309.53, on

which she had already paid income tax and her half of the

fee accounts receivable on which she had no cost and had

paid no income tax. She acquired from appellant his half

of property having a market value of $37,000.00 and had

her income taxes of $8,201.73 paid, thereby receiving a
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total of $45,20173. She therefore actually "realized" a

gain of $17,892.20, being the difference between $45,-

201.73 and $27,309.53, regardless of whether such gain

is then "recognized" for income tax purposes, or deferred

until she disposes of the property acquired from appellant.

If gain is "recognized" when the property settlement

was made she had taxable income of $17,892.20 in 1935.

If the gain is not then "recognized," she nevertheless

"realized" the same gain of $17,892.20, but such gain is

not "recognized" for income tax purposes until she dis-

poses of the property acquired from appellant.

When a taxpayer once owns accrued or earned income

he or she must pay the income tax thereon and cannot by

transferring it to someone else escape paying the income

tax thereon. On the accrual basis of accounting the owner

of income is taxable the minute the income accrues or is

earned, regardless of whether said owner afterwards trans-

fers it to someone else or not. On the cash basis the

owner does not pay income tax on the income until it is

collected or until he or she transfers it for a valuable con-

sideration, but once he or she owns the income he or she

must pay income tax on it when it is realized by a "taxable

event" which is generally the collection thereof. When
the owner of accrued or earned income disposes of it by

gift he or she is taxable thereon when the transferee col-

lects it, but when he or she disposes of such income for a

valuable consideration in money or money's worth a "tax-

able event" occurs and he or she is taxable immediately on

the consideration received.

Appellant's wife received exactly the same economic

benefit by transferring or surrendering her half of said

fee accounts receivable to appellant as if she had collected

her half and then purchased with the proceeds thereof
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appellant's half of the property which she acquired from

him. Having received such economic benefit she is taxable

on her half of said fees.

Ownership at the time income accrues or is earned

determines the person who is taxable thereon and the

ownership at the time the income is collected is immaterial

—Horst and Eubank cases, infra. The lower court held

that ownership at the time of collection determines the

person taxable on such income and therefore such decision

should be reversed.

7. Argument.

At the outset appellant wishes to emphasize that only

the taxability of his wife's one-half of the accounts receiv-

able, representing fees earned but not collected, is involved

herein. In his 1935 income tax return appellant reported

and paid a tax on income of $26,014.23, representing his

half of said accounts receivable of $52,028.45. [R. 80,

81, 82, 83.
J

It is only the $26,014.23 collected by him

from the one-half interest in said accounts acquired from

his wife in the property settlement which is involved in this

case. [R. 53.]

Appellant's payment of monthly alimony for one year to

his wife does not affect this case and will not be com-

mented upon unless mentioned in appellee's brief, in which

event the matter will be divscusscd in appellant's reply brief.

Also appellant wishes to emphasize that this case in-

volves income earn before but collected by appellant after



—la-

the property settlement agreement—or, in other words,

past earnings.

The courts, with little if any conflict, have held that the

transfer or assignment of future earnings or income does

not relieve the assignor from income tax thereon. How-

ever, until the United States Supreme Court decided the

Horst and Eubank cases, infra, there was a violent dis-

agreement in the lower courts as to whether the transfer

or assignment of income already accrued or earned re-

lieved the assignor from income tax thereon. For instance

in the Eubank case, infra, the United States Circuit Court

of Appeals held the assignee taxable on assigned income

already earned or accrued, while in the Van Meter case,

infra, a different United States Circuit Court held the

assignor taxable thereon. The correct law on this point

was settled in the Eubank and Horst cases, infra, when the

United States Supreme Court held that the assignor and

not the assignee was taxable on income which was already

earned or accrued when assigned.

In the present case the community was the earner and

owner of the legal fees in question, which had been earned

and had accrued prior to the property settlement. Each

spouse, like a partner, owned one-half of said earnings as

a member of the marital community. {Poc v. Seaborn,

282 U. S. 101, 51 S. Ct. 58; U. S. v. Goodyear (C. C. A.

9), 99 Fed. (2d) 522.) While appellant's wife could and

did transfer her one-half interest in said legal fees to ap-

pellant, such transfer could in no way affect her liability

for income tax thereon which attached to said earnings

the moment they were earned. (Van Meter and Eubank

cases, infra.)
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I.

The Right of Spouses in California to Agree That the

Future Earnings of a Particular Spouse Shall Be

His or Her Separate Property Is Only a Right of

Emancipation.

Such cases as Helvering v. Hickman, 70 Fed. (2dj 985;

Harold G. Ferguson, 34 B. T. A. 532; George J. Somer-

ville V. Commissioner, 43 B. T. A. 968, and Dale Van

Every ( C. C. A. 9, Jan. 5, 1940), 108 Fed. (2d) 650

(certiorari denied April 22, 1940, 60 S. Ct. 891), are not

in point because they involve earnings of a husband both

earned and collected after the date of a property settle-

ment, or in other words "future earnings." P\irthermore,

they do not involve the transfer or assignment of such

"future earnings" but only the principle of emancipation.

These cases only stand for the proposition that by agree-

ment either spouse in California may so emancipate the

other spouse that his or her future earnings become not

only the separate property of, but taxable to, the particu-

lar spouse emancipated. The particular spouse earning the

income would then be taxable on his or her entire future

earnings because such spouse would own the right to such

earnings at the very time they were earned. This is ex-

actly the same principle involved in the emancipation of a

married woman by her husband in a separate property

state or of a minor child by a parent and goes no further

in its effect.

Kaltslimidt v. Weber, 79 Pac. 272, is sometimes cited as

authority for the principle that the parties to a marital

community may agree that past as well as future earnings

shall be separate property and that the effect of such an

agreement will be to con\ert such earnings from the status
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of community property to that of separate property of the

wife. It would appear from an examination of the Kalt-

shmidt case that only "future earnings" and not "past

earnings" were there involved, but in any event the fact

that a spouse may assign his or her half of certain income

to the other spouse does not establish the principle that the

assignor is thus relieved from income tax thereon.

The Kaltshmidt case, supra, was decided on the author-

ity of Wren v. Wren, 100 Cal. 276, 34 Pac. 775. The

Wren case, supra, was in turn decided upon the authority

of Riley v. Mitchell, 36 Minn. 3, 29 N. W. Rep. 586. The

Riley case involved a situation where a husband in Minne-

sota, a separate property state, emancipated his wife and

agreed with her that her earnings should be her own prop-

erty and not the property of the husband. At common
law the wife's earnings belong to the husband and the

Court held that by agreement he could make them hers

—

or emancipate her.

Obviously then this right of emancipation in California

is only a right to release a spouse of his obligation to earn

money for the marital community. This emancipation

could only effect future earnings from the date thereof

for income tax purposes. A child's earnings prior to

emancipation would belong to the parent. A wife's earn-

ings at common law prior to emancipation would belong to

the husband. Likewise in a community property state the

earnings of both spouses prior to emancipation belong to

the marital community. (Poe v. Seaborn, Goodyear case,

supra.)

Such emancipation would not apply to past earnings

because such earnings would already be property and be-

long to the marital community. As property past earnings
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can be transferred by agreement in the form of a gift,

sale or other transaction, but such a transfer could not

affect the liability of the transferor spouse to pay income

tax on his or her community one-half thereof.

Unless this is the correct construction a husband and

wife in California can agree that both the past and future

earnings of the husband shall be the separate property of

the wife and thus make all the past and future earnings of

the husband taxable to the wife. Let us take the case of a

husband who has a large separate estate and has a large

income other than his salary, whereas his wife has no

income other than her half interest in his salary. By

agreement the husband then could make his past and

future salary earnings her separate property and she

would be taxable on the entire amount thereof. Ob-

viously this is not the correct law, and while the husband

has the right to transfer his community half of his past

or future earnings to her, he cannot thus escape tax

thereon.

This is so as to future earnings because in agreeing

that his community half of his salary is the separate prop-

erty of the wife, neither the husband nor the wife are

emancipated. An emancipation requires the person eman-

cipated to be the one who earns the income. As to his

community half of his past earnings his income tax lia-

bility would attach the minute the income was earned and

no subsequent act of his could relieve him from such tax.

While such an agreement by the husband to make his

salary the separate property of the wife would be effective

as between the spouses, and such past or future earnings

would be the separate property of the wife when earned

bv the husband, nevertheless he would still be taxable on
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his community one-half of both his past and future earn-

ings.

Likewise a husband in a separate property state can

make at least his past earnings, and probably his future

earnings, the separate property of his wife. (Horst,

Eubank, Schaffner and Van Meter cases, infra.) For

instance, let us take the case where a husband in either a

separate or community property state assigns half of his

future earnings to his wife in a property settlement agree-

ment as alimony or in lieu of alimony. There would thus

be a valid consideration for the assignment and such earn-

ings would certainly be the separate property of the wife,

but the husband could not successfully contend that, be-

cause one-half of his earnings was the separate property

of the wife when collected, he is only taxable on half of his

earnings.

In the case of F. Eldred Boland, 41 B. T. A. 930, a

California husband attempted to assign 25%. of his future

earnings to his wife in a property settlement, but the

Board of Tax Appeals rightly held that he was still taxable

on the portion assigned to his wife. The Board held the

marital community was terminated by the agreement.

Therefore, the husband was in the same position as a

husband in a separate property state. While the assign-

ment of his earnings was perfectly good between the

parties the Board held it did not relieve him from tax on

the portion of his earnings assigned to the wife. The

Boland case is therefore authority for the proposition that

although a husband and wife can agree between themselves

as to whose separate property the earnings of either may
be, nevertheless this in no way determines who is to pay

the tax on such assigned earnings. The taxability is de-
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termined without reference to the assignment. In the

Boland case there was unquestionably a consideration for

the assignment which, under the rule applied by the lower

court in this case, would make the wife taxable on the

earnings assigned to her; there was as much a "division"

of property in the Boland case as in the present case ; there

certainly was no gift or sale involved in that case ; and the

agreement unquestionably was valid as between the

spouses.

The Board in the Crosby case, infra, cites the Boland

case as authority for the proposition that a wife can assign

to a husband her half interest in his past earnings and

thus escape tax thereon. That point was not raised or

considered in the Boland case. The property settlement

agreement in the Boland case was made in 1929 and the

earliest year involved was 1934. Furthermore, while

Boland was a lawyer, he was only an employee and not

a member of the law partnership concerned, so that it

would seem incredible that the firm in 1934 still owed him

salary earned in 1929 or prior thereto.

Actually in the Boland case the husband received the

same benefit as if he had collected 100% of his income

and turned 25% over to his wife as alimony. Thus he

received the full economic benefit of 100% of his income.

He constructively received his wife's 2S'-yc and paid it on

his alimony obligation.

In the present case appellant's wife received the same

benefit as if she had collected her half interest in said fee

accounts receivable because she received from appellant

his half of other property of equal value. Therefore, she

too constructively received her one-half of said earned

income and is taxable thereon.
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IL

The Property Settlement Should Be Viewed Exactly

the Same as if It Were an Agreement Between

Two Unmarried People Who Owned Common
Property.

The right which a husband and wife have in California

to contract with each other is no strange or extraordinary

right. Under the old common law the rights of a husband

and wife to contract with each other with reference to

their property were greatly restricted. Sections 158 and

159 of the California Civil Code merely remove these re-

strictions. The pertinent portion of Section 158 of the

California Civil Code is as follows

:

"Either husband or wife may enter into any en-

gagement or transaction with the other * * * re-

, specting property which either might if unmarried."

(Italics supplied.)

The property settlement transaction should be consid-

ered simply as an agreement whereby two individuals, who

own common property, each transfer to the other his or

her one-half interest in pertain property in consideration

for a reciprocal transfer of an undivided interest in cer-

tain other property. If this is kept in mind the transaction

should and will not be confused by the husband and wife

relationship, inasmuch as each spouse is only makinj^- the

same contract "which either might if unmarried."
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III.

Taxation Is a Practical Matter and a Taxpayer Is

Taxable to the Extent, and Only to the Extent,

That He or She Has Actually Been Enriched by

a Particular Transaction.

As stated by the Court in First Seattle D. H. National

Bank V. Commissioner, 77 Fed. (2d) 45:

"Moreover, in view of the principle that, in apply-

ing income tax laws, the substance, and not the form,

of the transaction should control, the exchange and

sale of stock which was required under the whole con-

tract herein should be treated as a single, composite

transaction for income tax purposes, regardless of the

formalities followed. See S. A. MacQueen Co. v.

Com'r, 67 F. (2d) 857, 858 (C. C. A. 3); Tulsa

Tribune Co. v. Com'r, 58 F. (2d) 937, 940 (C. C. A.

10) ; Western Maryland Ry. Co. v. Com'r, 2>Z F. (2d)

695 (C. C. A. 4) ; United States v. Phellis, 257 U. S.

156, 158, 42 S. Ct. 63, 66 L. Ed. 180; Weiss v.

Stearn, 265 U. S. 242, 254, 44 S. Ct. 490, 68 L. Ed.

1001, 33 A. L. R. 520. In dealing with a situation

not unlike the one at bar, the court, in the case of

West Texas Refining Co. v. Com'r, 68 F. (2d) 77,

80 (C. C. A. 10), quoting from Prairie Oil & Gas

Co. v. Motter, 66 F. (2d) 309, 311 (C. C. A. 10),

said: '// a taxpayer sought to avoid a tax on the

profits of such a sale as this by asking the Commis-

sioner to ignore the actualities, he zvould shortly and

properly be reminded that taxation is an intensely

practical matter and that the substance of the thing

done, and not the form it took, must goz'ern.'

"

(Italics supplied.)

In the present case the substance of the transaction is

that appellant's wife transferred her half interest in the
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fee accounts receivable and other assets to appellant and

he in return transferred to her his half interest in other

property and assumed and paid her 1934 and 1935 in-

come taxes. To say that she realized no "gain" on this

transaction is to ignore the actualities of the transaction.

Likewise to say that appellant realized a "gain" or profit

equal to the full amount collected by him from her half

of said accounts ignores the fact that he transferred

property to her. which added to her taxes assumed and

paid by him equalled the face value of her half of said

accounts. In effect appellant purchased his wife's one-

half interest in said fee accounts receivable. By collect-

ing such income he disposed thereof and his gain will

be the excess, if any, of the amount received over his

purchase price thereof.

IV.

Appellant Could not Have Received Income of More
Than $2,377.57 by Acquiring and Collecting the

$26,014.23 of Fee Accounts Receivable.

In the property settlement appellant transferred or gave

up to his wife his one-half interest, costing $38,610.41, in

certain joint and community property. [R. 59.] He had

already paid an income tax on this $38,610.41. fR. 59.
|

He also assumed and paid his wife's 1934 income tax

of $5,082.78 and her 1935 income tax of $3,118.95. or a

total transferred to or paid for his wife in the sum of

$46,812.14. [R. 59.]

In consideration for these acts by appellant, he received

his wife's one-half interest, having a market value of

$23,175.48, in certain other joint and community property,

and her one-half interest, amounting to $26,014.23, in
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said fee accounts receivable, or a total of $49,189.71.

[R. 58.]

The Government contends that appellant is taxable on

the sum of $26,014.23, which is the amount of his wife's

one-half interest in the accounts receivable which were

collected after the property settlement. However, since

income tax is payable only on net income, appellant could

not possibly be taxable on this amount, since his net

income would be the difference between the amount he

transferred to his wife, on which he had already paid an

income tax ($38,610.41), and the net amount received in

the property settlement ($40,987.98), or $2,377.57. ar-

rived at as follows

:

Market value of one-half interest in ac-

counts receivable received from wife $26,014.23

Market value of one-half interest in other

property received from wife 23,175,48

$49,189.71

Less 1934 and 1935 income taxes paid for

wife 8,201.73

Amount received by appellant $40,987.98

Less his cost of property transferred to

wife on which he has already paid in-

come tax 38,610.41

Actual net income "realized" by appellant $ 2,377.57

The Government claims appellant realized income ot

$26,014.23 when he collected the one-half of the accounts

receivable acquired from his wife. This cannot be correct

because he has already paid income tax on $38,610.41 (the



—23—

cash used to buy his one-half interest in the property

transferred to his wife) and if he is taxed on $26,014.23

more he will have paid an income tax on income of

$64,624.64 and he only received $40,987.98. Since he

has made no gift to his wife such a result is unreal and

ignores the actualities of the transaction.

V.

Appellant's Wife Actually "Realized" Net Income of

$17,289.20 in the Property Settlement.

Appellant's wife received appellant's half interest, hav-

ing a market value of $37,000.00, in certain property and

had debts paid for her in the sum of $8,201.73, a total of

$45,201.73 received from appellant in the property settle-

ment. [R. 59.] She gave up her half of the fee accounts

receivable on which she had no cost, and gave up to him

her half of other property on which she had a cost of

$27,309.53 and on which she had already paid an income

tax. [R. 59, 60.] Accordingly she received or "real-

ized" net income of $17,892.20 computed as follows:

Market value of one-half interest in prop-

erty received from appellant $37,000.00

1934 and 1935 income taxes paid by appel-

lant 8,201.73

Total market value of settlement received

by wife $45,201.73

Less cost of property transferred to appel-

lant (on which tax has already been

paid 27,309.52

Net income received by wife on which she

had paid no income tax $17,892.20
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The Government claims appellant's wife realized no in-

come by the property settlement. This cannot be right

because she has only paid an income tax on $27,892.20

(the cost of her half interest in the property transferred

to her husband) and she received $45,201.73. She was

actually enriched by the difference of $17,892.20 and

therefore "realized" net income of $17,892.20. Since

appellant did not make a gift to her it would ignore the

actualities of the transaction to say she realized no in-

come.

If she has no taxable income by reason of the property

settlement agreement, when, if at all, does she pay an in-

come tax on this $17,892.20? If she is taxable on this

$17,892.20 when she sells the one-half interest in the

properties acquired from appellant and appellant is tax-

able on the $26,014.23, then the Gk)vernment will receive

a tax on income of $43,906.43 whereas the total income

involved could only be $26,014.23. If she never pays

an income tax on this $17,892.20 then she had paid a tax

on only $27,309.53 and yet has received $45,201.73. In

some unreal and technical manner she has acquired

$17,892.20 on which she will never pay an income tax

and yet no gift was involved.

Had this excess of $17,892.20 been received by her as

alimony or for the release of any other marital right

the contention might logically be made that she is not

taxable thereon, but it is indisputable that she received

the same as her share of the joint and community prop-

erty. Actually she received slightly less than appellant

although every effort was made to make an exactly equal

division.
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This court must decide whether, because of certain

claimed legal technicalities or distinctions, which are more

illusory than real, appellant must pay an income tax on

a fictitious income of $26,014.23 and his wife is not tax-

able on any income or profit, or whether the actual

result of the transaction is to be followed and that

appellant is taxable on income in the amount of $2377.57

and his wife is taxable on income in the amount of

$17,892.20.

VI.

Appellant's Wife Is Taxable on Her One-half of the

Income Earned but Not Collected Prior to the

Property Settlement Unless She Thereby Sold

Her Half Interest to Appellant, in Which Event
She Is Taxable on the Consideration Received.

Appellant's wife owned one-half of the earned but un-

collected income under consideration, prior to the property

settlement. [Poe v. Seaborn, supra; U. S. v. Goodyear,

supra; King v Commissioner, 26 B. T. A. 1158, aflfirmed

5th Circuit, 69 Fed. (2d) 639, 13 A. F. T. R. 747: Al-

bert Houston v. Commissioner of Internal Revenue, 31

B. T. A. 188; Delvin v. Commissioner, 9th Circuit, 82

Fed. (2d) 731, 17 A. F. T. R. 690: Asher v. Welch (D.

C Cal.), 28 Fed. Sup. 893, 23 A. F. T. R. 664, affirmed

111 Fed. (2d) 59.) As the Court said in Poc v. Sea-

born, supra:

"The earnings (of the husband) are never the

property of the husband, but that of the community."

(Parenthetical clause supplied.)

There can be no doubt that she would have been tax-

able on her half of said earned but uncollected income
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when it was collected had there been no separation agree-

ment. {U. S. V. Malcolm, 282 U. S. 792, 51 S. Ct. 184,

9 A. F. T. R. 956; Poe v. Seaborn, supra.) On the

accrual basis of accounting she would have been taxable

the minute the fees in question were earned or accrued.

Therefore, if appellant is to be held taxable on her half

of such earned but uncollected income the wife must, in

some manner, have escaped income tax thereon because

the same income cannot be taxable to both.

It will now be shown that appellant's wife cannot escape

paying income tax either on her half of said earned but

uncollected income, or on the consideration which she

received in lieu thereof, and therefore appellant is not

taxable on her said half.

(a) Once a Person Becomes the Owner of Earned

OR Accrued Income There Is No Possible Way
in Which He Can Avoid Ultimately Paying

Income Tax Thereon.

If a cash basis taxpayer gives such income away he

is still taxable on it when collected and the donee is not.

(Helvering v. Horst, 311 U. S. 112, 61 S. Ct. 144; Hcl-

vering v. Eubank, 311 U. S. 122, 61 S. Ct. 149; Harri-

son V. Schaffncr, 312 U. S. 579, 61 S. Ct. 759.

The Horst, Eubank and Schaffner cases, while in-

volving gifts of income, when carefully analyzed, clearly

stand for the broad general principle that no ozvncr of

accrued but uncollected income can transfer the same by

any conceivable device and relieve himself or herself from

paying the income tax thereon.
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The Supreme Court in the Schaffner case, supra, re-

ferring to its previous decisions in the Horst and Eubank

cases, set forth this principle in the following language:

"Since granting certiorari we have held following

the reasoning of Lucas v. Earl, supra, that one who
is entitled to receive at a future date, interest or

compensation for services and who makes a gift of

it by an anticipatory assignment, realises taxable

income quite as much as if he had collected the income

and paid it over to the object of his bounty. Hel-

vering v. Horst, 311 U. S. 112, 61 S. Ct. 144. 85

L. Ed , 131 A. L. R. 655; Helvering v. Eubank,

311 U. S. 122, 61 S. Ct. 149, L. Ed Decision

in these cases was rested on the principle that the

power to dispose of income is the equivalent of own-

ership of it and that the exercise of the power to

procure its payment to another, zvhether to pay a

debt or to make a gift, is within the reach of the

statute taxing income 'from any sources whatever.'
"

(Italics supplied.)

Fairly construed this means that whenever an owner

of earned or accrued income exercises "the power to

procure its payment to another" whether for or without

consideration, the income is taxable to the owner of the

income who disposes of it. It is difficult to see how

there could be a clearer expression of this general prin-

ciple. It is even more difficult to see how wjicn ap])el-

lant's wife has exercised her power to procure the |)ay-

ment of her half of certain earned income to appellant and
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has received in lieu thereof his half of certain other prop-

erty, she can be said to have realized no income from the

transaction.

If a cash basis taxpayer dies he must pay an income

tax on all earned or accrued but uncollected income in his

last income tax return. (Sec. 42, Rev. Act of 1934; Hcl-

vering v. Enright, 312 U. S. 636, 61 S. Ct. 777; Pfaff

V. Commissioner, 312 U. S. 646, 61 S. Ct. 783.) Under

the principle of these two Supreme Court cases clearly

appellant's wife would have been taxable on her half of

said fees had the community been terminated by death

instead of by the property settlement agreement.

If a cash basis taxpayer receives cash from a third

person in lieu of such accrued or earned income he is

taxed on "the commuted payment" which "replaced the

future income with cash." {Hclvcring v. Smith, 90 Fed.

(2d) 590.)

Here appellant's wife "replaced the future income with"

other property instead of "cash" and she should be taxed

on the market value of such property. In fact unless

this is the correct rule a cash basis taxpayer can easily

avoid income tax by simply trading income earned or

accrued but not collected for other property. Of course

the correct rule is that such a taxpayer is taxable on the

market value of the property which replaces the future

income and there is no loophole.
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(b) When a Cash Basis Taxpayer Does Not Ac-

tually Collect Accrued Income but Makes
Some Other Disposition Thereof a "Taxable

Event'' Occurs Which Makes Him Taxable

Immediately on the Uncollected Income.

In the case of a taxpayer reporting on the cash receipt

and disbursement basis commonly known as the "cash

basis" two things must happen before he receives taxable

income, viz. : First, the income must have been earned

or accrued in the case of ordinary income and the capital

increment must have occurred in the case of capital gain.

and, second, there must be a "taxable event" whereby the

earned or accrued income or the capital increment is

realized by the owner thereof.

On the accrual basis only the first thing must occur,

viz., the income must have been earned, or accrued where-

upon the owner of the income is immediately taxable

thereon. In this case, had appellant and his wife been

reporting their income on the "accrual" instead of the

"cash" basis, each would have been taxable on one-half

of said fees prior to the property settlement because the

fees were earned or accrued prior thereto.

This "taxable event" is called the "final event of en-

joyment" in the Horst case, supra, where the Court said

as follows:

"In the ordinary case the taxpayer who acquires

the right to receive income is taxed when he receives

it, regardless of the time when his right to receive

payment accrued. But the ride that income is not
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taxable until realized has never been taken to mean

that the taxpayer^ even on the cash receipts basis,

zvho has fully enjoyed the benefit of the economic

gain represented by his right to receive income, can

escape taxation because he has not himself received

payment of it from his obligor. The rule, founded

on administrative convenience, is only one of post-

ponement of the tax to the final event of enjoyment

of the income, usually the receipt of it by the

taxpayer, and not one of exemption from taxation

where the enjoyment is consummated by some event

other than the taxpayer's personal receipt of money

or property. Cf. Aluminum Castings Co. v. Rout-

zahn, 282 U. S. 92, 98. This may occur zvhen he

has made such use or disposition of his power to

receive or control the income as to procure in its

place other satisfactions zvhich are of economic worth.

The question here is, whether because one who in

fact receives payment for services or interest pay-

ments is taxable only on his receipts of the payments,

he can escape all tax by giving away his right to

income in advance of payment. If the taxpayer pro-

cures payment directly to his creditors of the items

of interest or earnings due him, see Old Colony Trust

Co. V. Commissioner, supra; Bowers v. Kirby Lum-

ber Co., 284 U. S. 1, or if he sets up a revocable

trust with income payable to the objects of his

bounty. §§166, 167 Revenue Act of 1934, Corliss v.

Bowers, supra; cf. Dickey v. Burnet, 56 F. (2d) 917,

921, he does not escape taxation because he did not

actually receive the money. Cf. Douglas v. Willcuts,

296 U. S. 1 ; Helvering v. Clifford, 309 U. S. 331

(23 A. F. T. R. 1077).

"Underlying the reasoning in these cases is the

thought that income is 'realized' by the assignor be-

cause he who owns or controls the source of the
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income also controls the disposition of that which

he could have received himself and diverts the pay-

ment from himself to others as the means of pro-

curing the satisfaction of his wants. The taxpayer

has equally enjoyed the fruits of his labor or invest-

ment and obtained the satisfactioM of his desires

whether he collects and uses the income to procure

those satisfactions, or whether he disposes of his

right to collect it as the means of procuring them.

Cf. Burnet v. Wells, supra." (Italics supplied.)

It will be noted that the Supreme Court indicates above

that where "the enjoyment" (of income) "is consum-

mated by" "the taxpayer's personal receipt of money or

property" such taxpayer is clearly taxable on the income

enjoyed. Here appellant's wife enjoyed her half of said

fee accounts receivable by receiving "property" from ap-

pellant in lieu thereof and she should be taxed on her

half of said fees the same as if she had collected them.

Such a taxable event takes place when a property settle-

ment is made and a husband transfers corporation stock,

on which an unrealized increment has occurred, to his

wife in consideration of her release or transfer of her

interest in other property and in satisfaction of his ob-

ligation to support her. (Commissioner v. Mesta, decided

by the United States Circuit Court of Appeals. Third

Circuit, on November 25, 1941. reversing 42 B. T. A. 933 ).

Such a taxable event occurs in the case of a gift. ( Horst

and Eubank cases, 311 U. S. 112. 61 S. Ct. 144; 311 U.

S. 122, 61 S. Ct. 149.)
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The most common taxable event where a cash basis

taxpayer realizes taxable ordinary income, although he

does not collect the income himself, is where the payment

of income is made directly to a creditor of the taxpayer.

(Old Colony Triist Co. v. Commissioner, 279 U. S. 716,

49 S. Ct. 499; Harrison v. Schaffner, supra.)

Another type of taxable event is where a corporation

retires its bonds at a lesser price than at which they

were issued. {U. S. v. Kirby Lumber Co., 284 U. S.

1, 52 S. Ct. 4.)

Another type of taxable event is where accrued earn-

ings are transferred to another for cash; the "commuted

payment" "replaced the future income with cash." {Hel-

vering v. Smith, 90 F. (2d) 590 (C. C. A. 2); Doyle v.

Commissioner (C. C. A. 4), 102 Fed. (2d) 86.)

Another instance of a taxable event which is not a

technical sale or exchange is the case of Hclvcring v.

Elverson Corp., 122 Fed. (2d) 295 (1941) (C. C. A. 3).

where the Court said:

"Whenever anyone surrenders a thing of value for

another thing of value, the surrender will for tax

purposes ordinarily close the transaction by which he

acquired the thing surrendered."

Certainly in this case appellant's wife surrendered things

(her one-half of the earned but uncollected income) of

value for other things of value and appellant did likewise.

It is difficult to see wliy this reciprocal surrender of
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things of value for other things of value is not a taxable

event whereby gain or loss is immediately recognized.

(Also see Mesta case, supra.)

Appellant assumed his wife's 1934 and 1935 income

taxes as a part of the consideration for the transfer to

him by her of her one-half interest in said earned but

uncollected income. Her obligations were thus satisfied

just the same as the husband's obligation was satisfied in

the Mesta case, supra. This fact alone would make her

taxable on her half of said earned income.

(c) Appellant Is Not Taxable on Any Part of the

Wife's One-half of Said Fees Unless He Ac-

quired Such Half for a Valuable Considera-

tion, IN Which Event He Is Only Taxable to

the Extent, if Any, by Which the Collections

Therefrom Exceed the Consideration Paid by

Him to Her.

Since appellant's wife is taxable on her half of said fees

unless she disposed of such half in a taxable transaction,

conversely, appellant is not taxable upon any part of the

collections thereof unless he acquired said half for a valu-

able consideration—in effect a purchase. Then he is tax-

able only upon the amount of $2,377.57 by which the col-

lections exceeded the purchase price paid. If no sale, ex-

change or taxable dispo^sition occurred the wife is still

taxable upon her half of such collections.
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VII.

The "Walz Case," Which Was Incorrectly Decided by

the Board of Tax Appeals, Has Resulted in Incor-

rect Decisions by the Board in the "Mesta Case"

and the "Crosby Case" and the Lower Court in

This Case.

(a) The Walz Case.

At the time the lower court decided this case, only two

cases were cited by the appellee as authority for the

proposition that no gain or loss is recognized to either

spouse in a property settlement, viz., JVah v. Commis-

sioner, 32 B. T. a. 718, decided in 1935, and not appealed,

and Mesta v. Commissioner, 42 B. T. A. 933, decided on

October 10, 1940, and appealed to the United States Cir-

cuit Court of Appeals, Third Circuit, which handed down

its opinion reversing the Board on November 25, 1941

too late to be considered by the lower court in deciding the

present case.

Because of the reversal of the Board in the Mesta case

by said Third Circuit Court, the Walz and Mesta cases,

supra, no longer support the theory that no gain or loss

is recognized to either spouse when a property settlement

is made between them. On the contrary, the Mesta case is

now authority for the proposition that gain or loss is

recognized to the spouse who actually has a gain or loss

in the transaction. Appellant believes that the lower court

would have reached a different conclusion in this case had

it had the benefit of the Third Circuit Court's decision in

said Mesta case.

In the Wah case, supra, a husband in a i)r(;)perty settle-

ment transferred his community half interest in corpora-

tion stock to his wife and in addition agreed tu pay her a
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certain sum of money. In return the wife gave up her

half of all other community property to the husband. The

corporation stock at the date of settlement was worth less

than the community cost thereof and the husband claimed

a loss on 100% of the difference between cost and market.

The Board held no gain or loss occurred because there was

a "division" not "sale" or "exchange" involved.

A careful analysis of this case, which was not reviewed

by the Board as a whole or appealed, shows that both the

Division deciding the case and the taxpayer were wrong.

Since the taxpayer husband only transferred his com-

munity one-half of the stock to his wife (she already

owned one-half thereof) his loss was only one-half of that

claimed by him. But Walz did sustain a loss of one-half

of the claimed amount because he 'kiisposed" of his half

and received in return his wife's half of other property.

(Mesta case, supi'a and infra. J He surrendered a thing

of value for another thing of value, which closed the trans-

action by which he acquired his half of the stock, and gain

or loss then occurred. (Helvering v. Elverson Corp.,

supra.)

(b) The Mesta Case.

In the Mesta case, a Division of the Board again held

that a property settlement between husband and wife was

a division of property and that neither realized gain or loss

by such transaction.

In that case the husband in a property settlement trans-

ferred certain corporation stock and some other miscel-

laneous separate property to his wife, and she gave up to

him her interest in the home which was owned by her and

Mesta as tenants by the entirety; each spouse released any

claim they might have to the property of the other; and
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she acknowledged that the deHvery of the securities and

property mentioned above was "in full settlement of all

claims and demands for her maintenance and support."

The corporation stocl^ in question had a cost of

$7,574.56 and a market value of $156,975.00 at the time

of settlement. The Commissioner claimed that iVIesta had

gain, profit or income of $149,440.44 by the transaction.

Mesta claimed he had no gain by the transaction.

The Board held that Mesta realized no gain, profit or

income, because there was

"Merely a property settlement between a man and

his estranged wife—in other words a division of

property."

The Board, in deciding the Mesta case, probably relied

upon the JVals case, supra, but in any event the principle

of the two decisions was the same, viz., that no gain or

loss occurs in a property settlement because it is a division

of property.

The Mesta case, unlike the IVah case, was appealed and

on November 25, 1941, the United,States Circuit Court of

Appeals for the Third Circuit handed down its opinion

reversing the Board and said in part as follows

:

"Had the stock not been transferred he would not

have achieved a taxable gain because the economic

gain would have been unrealized. The disposition of

the stock zvas the taxable event in the case at bar.

This is so even though Mesta may not have received

payment in money or property from Mrs. Mesta.

The point which we are trying to make is clearly

established by the decision of the Supreme Court in

Helvering v. Horst. 311 U. S. 112, wherein Mr.

Justice Stone said: 'Admittedly not all economic gain
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of the taxpayer is taxable income. From the begin-
ning the revenue laws have been interpreted as de-
fining "realization" of income as the taxable event,
rather than the acquisition of the right to receive it.

And "realization" is not deemed to occur until the
income is paid. But the decisions and regulations
have consistently recognized that receipt in cash or
property is not the only characteristic of realization
of income to a taxpayer on the cash receipts basis.

Where the taxpayer docs not receive payment of in-

come in money or property realisation may occur
when the last step is taken by which he obtains the
fruition of the economic gain zvhich has already ac-

crued to him.' The case cited involved a transfer of
income and not a transfer of income-producing prop-
erty but it supplies an illuminating analogy.

"The Board of Tax Appeals concluded that there
was no way to measure the amount or value received
by Mesta from the disposition of the stock. Section
22(a) of the Revenue Act of 1934, c. 277, 48 Stat.

680, provides that ' "Gross income" includes gains
* * * from * * * sales, or dealings in prop-
erty, whether real or personal * * *.' Section
22(a) states, Tn the case of a sale or other disposi-

tion of property, the gain or loss shall be computed as
provided in Section 111.' Section 111(a) provides,

The gain from the sale or other disposition of prop-
erty shall be the excess of the amount realized there-

from * * *; and subdivision (b) provides. The
amount received from the sale or other disposition of
property shall be the sum of any money received plus
the fair market value of the property (other than
money) received.' Section 112 provides, 'Upon the
sale or exchange of property the entire amount of the
gain or loss, determined under §111, shall be recog-

nized * * *.'
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"We think there can be no doubt that Congress

intended a measurement of vakies under the circum-

stances indicated by the statutes quoted, notwith-

standing difficulties in determining those values. In

the case at bar there is a gain in the value of the

stock and an event whereby that gain was realised.

* * *" (Italics supplied.)

The Circuit Court reiterated the familiar principle here-

tofore set forth in this brief, that the disposition, regard-

less of the manner thereof, of earned or accrued income

or of unrealized capital increment results in a "taxable

event" which causes the unrealized income or increment

to become realized. The Court rejected the theory that

because a property settlement agreement is a division of

property no "taxable event" occurs and no gain or loss is

realized. The appellate court's reversal of the Mesta case

was in principle also a reversal of the Walz case and the

Crosby case, infra, and the lower court's opinion in this

case.

(c) The Crosby Case.

Crosby v. Commissioner, 46 B. T. A , was decided

on February 18, 1942. In that case the taxpayer had

transferred a small amount of property to his wife and

had agreed to pay her monthly cash payments which were

styled "alimony," in the written property settlement agree-

ment, but which he claimed were payment for her com-

munity half interest in certain canned but uncollected com-

missions. The Board held that the payments were "ali-

mony" and not payment for the wife's one-half of the

commissions; that, on the authority of the lower court's

opinion in the present case, no gain could have occurred to

the wife when she assigned her interest in such commis-
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sions to her husband because there was merely a division

of property; and finally that even if he were entitled to

recover the cost of property which he had transferred to

his wife he had not estabHshed the "cost" or "basis"

thereof.

An appeal has been taken in the Crosby case and such

appeal will ultimately come before this Court. The Board

in the Crosby case made no mention of the reversal of the

Mesta case, supra, by the Third Circuit Court, probably

because it was not called to its attention, having been

decided after the submission of the Crosby case.

VII.

The Lower Court's Decision Is in Direct Conflict With
Horst, Eubank and Schaffner Cases.

The decision by the lower court in this case is exactly

the same in principle as the dissenting opinion of Justice

McReynolds in the Eubank case, supra, in which he cited

with approval the following language from the Circuit

Court's decision which was reversed by the Supreme Court

in said case

:

" '* * * But when a taxpayer who makes his

income tax return on a cash basis assigns a right to

money payable in the future for zvork already per-

formed, we believe that he transfers a property right,

and the money, when received by the assignee, is not

income taxable to the assignor.' " (Italics supplied.)

Justice McReynolds said further in his dissenting

opinion

:

"A mere right to collect future payments, for serv-

ices already performed, is not presently taxable as

'income derived' from such services. It is property

which may be assigned. Whatever the assignor re-



ceives as consideration may be his income; but the

statute does not undertake to impose liability upon

him because of payments to another under a contract

which he had transferred in good faith, under circum-

stances like those here disclosed." (Italics supplied.)

The Government's contention in the present case, which

was approved by the lower court, is exactly the same as

the principle which was rejected by the Supreme Court in

the Eubank and Horst cases, supra.

The lower court in this case casually waived aside the

Horst and Eubank cases, supra, with the statement that

no gift is involved herein but in the Schaffncr case, supra,

the Supreme Court did not so restrict such decisions when

it said

:

"Decision in these cases (Horst and Eubank) was

rested on the principle that the power to dispose of

income is the equivalent of ownership of it and that

the exercise of the power to produce its payment to

another, either to pay a debt or to make a gift, is

within the reach of the statute taxing income 'from

any source whatever.' " (Italics and parentheses sup-

plied.)

This language establishes the broad general principle

that no owner of earned but uncollected income can trans-

fer the same by any conceivable device and relieve himself

or herself from paying the income tax thereon. Fairly

construed, this language means that whenever an owner

of earned or accrued income exercises "the power to pro-

cure its payment to another." either for or without con-

sideration, the assignor or transferor is held still taxable



on the income itself when collected, if no valuable consid-

eration is involved, or is taxable on the consideration re-

ceived in lieu of said income, if the transfer is one for

valuable consideration. But in neither event is the as-

signee or transferee taxable thereon, except that an as-

signee for valuable consideration is taxable on any excess

of the amount collected over the amount or value of the

consideration transferred.

A correct statement of applicable law is contained in the

case of Van Meter v. Commissioner (C. C. A. 8), 61 Fed.

(2d) 817, 11 A. F. T. R. 1002, cited with approval by the

Board in Horst v. Commissioner, 39 B. T. A. 757, at page

760, as follows

:

"* * * It may be true that income already earned

is transferable as a species of property, but that has

no eifect upon the power and intention of Congress to

tax income to the earner. The earner may, in a

legally binding way, dispose of his earnings, whether

they are already earned or are to be earned, without

affecting in the slightest manner his status as earner

thereof and his resulting liability for taxation thereon

as income."

In the Van Meter case the Court held that an insurance

agency corporation and not its stockholders was taxable on

renewal commissions assigned to such stockholders, who

did not own them when earned but did own them at the

time collected. There may have been and probably was a

legal consideration for the assignment, but there was no

cash or property received and returned as income by the

corporation in lieu of the commissions. The same type of
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renewal commissions were involved in the Van Meter case

as in the Eiihank case, supra. Such renewal commissions

are the same in principle as the income involved in this

case.

Perhaps a clearer restatement of the principle announced

in the Horst and Van Meter cases, supra, would be as

follows

:

Ownership at the time income is earned or accrued

determines the person who is taxable thereon, and

ownership at the time of collection is immaterial.

The position of the Commissioner in this case which was

affirmed by the lower court is in effect as follows

:

Ownership at the time income is collected deter-

mines the person who is taxable thereon, and owner-

ship at the time said income was earned or accrued is

immaterial.

The lower court may have been confused in this case

by the fact that the husband (appellant) performed the

actual services for which the legal fees were paid. How-

ever, the community was the "earner" not appellant and

prior to the property settlement, he was never the owner

of more than his half of such earnings, which he owned

as a member of the marital community. As the U. S.

Supreme Court said in the Poe v. Seaborn case, supra:

"The earnings (of the husband) are never the

property of the husband, but that of the community."

(Parenthetical clause supplied.)

Also see Goodyear case, supra.



IX.

If the Property Settlement Was a "Tax-Free Ex-
change" Transaction on Which No Gain or Loss

Is Recognized, Appellant Only Realized Income

,
of $1,257.39 When He Collected His Wife's One-

half of the Accounts Receivable, and His Wife
Realized Either No Income at All or Income of

$8,201.73.

Up to this point the brief has been devoted to dem-

onstrating that appellant's wife realized income at the

exact moment when she disposed of her half interest in

said accounts receivable, representing legal fees earned but

not collected, regardless of whether appellant ever collected

said account, and that appellant realized income only to the

extent of the difference between his cost of property trans-

ferred to his wife and the $26,014.23 collected from her

half of said accounts. Now appellant will show, in the

alternative, that even though his wife had no "taxable in-

come" by the disposition of her half interest in said ac-

counts, or in other words, even if the property settlement

agreement was a transaction on which no gain or loss

was recognized to either spouse, nevertheless, appellant

under this theory only had "taxable income" to the ex-

tent of $1,257.39 and not $26,014.23 when he collected

his wife's half interest in said accounts.

The income tax law provides for an exact determina-

tion of the amount of gain or loss on every transaction,

but provides that in certain instances the actual gain or

loss, although clearly ''realized" shall not be "recognized"

for income tax purposes. However, when any such gain

is "realized" but not "recognized" the taxpayer is required

to use the cost basis of the property transferred as the

cost or basis of the property acquired. This in effect



defers the payment of income tax on the gain until the

property acquired in the transaction is subsequently dis-

posed of. Correctly interpreted this principle is all that

the IVals case, supra, stands for as is shown by the fol-

lowing quotation therefrom

:

"Gain or loss on the property thus divided would

depend upon its subsequent disposal by the parties."

Thus Section 111 of the Revenue Act of 1934 provides

the method for determining the gain or loss "realized"

from the sale or "other disposition of property" but pro-

vides that the gain or loss so determined shall only be

recognized to the extent provided for in Section 112. Sec-

tion 112 provides that the entire gain or loss shall be

"recognized" except in the case of certain exchanges on

which Congress thought that the gain or loss should be

deferred for income tax purposes until the new property

is disposed of. Section 113(a)(6) provides that in the

case of certain "tax-free exchanges," since no gain or loss

is recognized, the cost of the new property shall be the

same as the cost of the old property for the future de-

termination of the gain or loss when the new property is

disposed of.

Assuming only for the purpose of argument that no

gain or loss was recognized to either appellant or his

wife by the property settlement transaction, and applying

Sections 111, 112, and 113, supra, it is then apparent that

appellant would be entitled to use, as his cost of the half

of the accounts receivable and other property acquired

from his wife the cost of his one-half interest in the prop-

erty transferred to her, plus the amount of cash paid out

by him for her, which would be $38,610.41 plus $8,201.73,

or a total of $46,812.14. [R. 59.] Section 113(a)(6),
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Revenue Act of 1934; Wells Fargo Bank & Union Trust

Co. V. McLaughlin, 7S Fed. (2d) 934 (C. C. A. 9).

In addition to her interest in accounts receivable having

a face and market value of $26,014.23, he received her

interest in other property having a market value of %2?>,-

175.48, making a total of $49,189.71 received from his

wife. [R. 58.] Therefore, his cost or basis of her half

of the accounts receivable would be $26,014.23 of $46,-

$49,189.71

812.14 or $24,756.84.

When he collected his wife's one-half interest in the

accounts receivable he received $26,014.23. Deducting his

cost of $24,756.84 from $26,014.23 would then give him

a "recognized" income or profit of $1,257.39 from such

collections.

This compares with the profit of $2,377.57 which has

already been demonstrated that appellant actually

"realized" out of the transaction. The "realized" but not

"recognized" difference of $1,120.18 ($2,377.57 minus

$1,257.39) would not be "recognized" until appellant dis-

posed of the remaining property which he received from

his wife. Appellant's cost of the remaining property

would be $23,175.48 of $46,812.14 or $22,055.^0; the

$49,189.71 .

market value of the other property received from his wife

was $23,175.48, making a difference of $1,120.18, which

would represent profit actually "realized" by him but not

"recognized" for income tax purposes until he disposed of

such remaining property.

Under the "tax-free exchange" theory, apj^ellant's wife

received his half interest, having a market value of %Z7 ,-



000.00, in certain property and received cash payments

for her benefit of $8,20173, or a total of $45,20173.

[R. 59.]

Her cost of the half interest in property passing from

her to appellant was $27,309.52, representing no cost for

her half interest in the accounts receivable and a cost of

$27,309.53 for her interest in other property. [R. 59,

60.] Therefore, she actually ''realized" a profit of $17,-

892.20 on the transaction as demonstrated in the first part

of the brief. However, either no part of this profit would

be "recognized" for income tax purposes until she dis-

poses of the half interest in the property received from

her husband; or, in the alternative, not more than $8,-

20173 would be "recognized," being the amount of her

tax liability assumed and paid by appellant. This debt

assumption of $8,201.73 might be treated as "other prop-

erty or money" which is the exception (Sec. 112(c) of the

Revenue Act of 1934) to the general rule that no gain is

recognized from certain tax-free exchanges. In any event

under this theory appellant's wife would be taxable on a

maximum of $8,201.73 and the balance of the "realized"

profit of $17,892.20 would not be "recognized" until she

disposed of the one-half interest in other property re-

ceived from appellant.

Thus even if the property settlement transaction were

one on which no gain or loss is "recognized" to either

spouse, the correct application of the income tax laws

would result in both spouses "realizing" exactly the same

gain as if gain or loss were "recognized" on the transac-

tion, but only a portion of the income actually "realized"

would be "recognized" until the spouses disposed of the

remaining property interests received by them in the prop-

ertv settlement.
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8. Conclusion.

Upon consideration of the foregoing it is submitted that

appellant either received no taxable income when he col-

lected the half of said fees acquired from his wife in the

property settlement or in the alternative he received in-

come not in excess of $2,377.57 when he collected said

half. The decision of the District Court is erroneous and

should be reversed.

Respectfully submitted,

Todd W. Johnson,

In Propria Persona.
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Statement.

Briefs already tiled by appellant and appellee set forth

the law and facts involved herein but appellant wishes to

point out two inadvertent erroneous statements of facts in

appellee's brief, as follows:

On page 1 appellee states that appellant paid the tax

in controversy in 1936, whereas he paid such tax on June

11, 1938. [R. 84.]

On page 5 appellee states that in the cxent taxpayer is

successful in his contentions in this case, the refund should

be limited to the difference or balance between the deli-



ciency originally determined by the Commissioner and the

overpayment determined in favor of appellant's wife which

was credited to or against said deficiency . Actually ap-

pellant and the Commissioner agreed that any such refund

or
*

'recovery on the community property basis shall be

limited to the net amount after giving effect to the result-

ant tax due from his wife and barred from assessment

against her by the Statute of Limitations." [R. 85.]

This would mean that any refund of tax to appellant

would be reduced by the deficiency tax which his wife

would owe on $17,892.20 additional income (not $26,-

014.23) if appellant's contentions on pages 21 to 25, inclu-

sive, of his opening brief are sustained.
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ARGUMENT.

At the outset appellant wishes to emphasize that this is

the first time the particular question involved herein has

been presented to any Appellate Court and the decision

of this Court will be of unusual significance.

In this reply brief appellant will follow the sequence of

appellee's brief as nearly as possible in endeavoring to

show the unsoundness of appellee's arguments.

Appellant's Ownership of His Wife's Half of the

Community Fees at the Time He Collected Them
Does Not Make Him Taxable Thereon.

1. Appellee first argues that, "as a general rule com-

pensation for personal services is taxable to the one who

earned it and controlled its disposition", but "an excep-

tion is made in the community property states in that the

wife's technical ownership of a one-half interest in the

husband's earnings makes that portion taxable to her".

(Br. 7.)

Actually the general rule is that the person (or corpo-

ration) who ozviis the right to receive such compensation

for personal service at the time it is earned is the one tax

able thereon. There are two exceptions to this rule, and

only two, of which appellant is aware, viz., first, if a per-

son assigns his future earnings to another person, ivithont

a full consideration in money or property, tlic earner-

assignor and not the assignee (owner of the income when

earned) is taxable on the earnings when they are subse-



quently earned and collected {Lucas v. Earl, 281 U. S.

Ill; Helvering v. Horsf, 311 U. S. 112; Helvering v.

Eubank, 311 U. S. 122); Somervillc, Van Every and

Van Dyke cases, infra, and second, if a person assigns

past uncollected earnings for a full consideration in money

or property, the original owner-assignor is relieved from

income tax on the income assigned when it is collected

—

hut in lien thereof such original owner is taxable on the

consideration received in exchange or payment for the as-

signed income. Helvering v. Smith, 90 Fed. (2d) 590

(C C. A. 2); Doyle v. Com., 102 Fed. (2d) 86 (C. C.

A. 4).

In numerous instances compensation for personal serv-

ices is not earned by nor taxed to the person who actually

performs the services. For instance one law partner may

perform the services for which a certain fee is paid but

he does not earn and is not taxable on the fee. The part-

nership earns the fee and he is taxable only on his partner-

ship portion thereof. An officer or employee of a corpo-

ration may perform a service for which payment is made

to the corporation, but the officer or employee does not

earn and is not taxable on the payment to the corporation

but instead he earns and is taxable on the salary he re-

ceives. Likewise, in a community i)roperty state, a

spouse, who performs a service for which a legal fee is

paid or payable to the marital community or partnership,

does not earn and is not taxable on the fee. Tlie marital

partnershij) earns the fee and each spouse is taxable on

half thereof as a member of the marital Cdiiiniunity.

Therefore, under the general rule and not as an excep-

tion thereto, the wife is taxable on one-half ol" the com-

munity income from the husband's services because she
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owns one-half thereof when tlic service is performed.

Poe V. Seaborn, 282 U. S. 101.

When one spouse dies the entire marital community is

administered upon and the executor ozvns and is taxable

on all of the income during the administration and the

surviving spouse owns and is taxable on no part thereof.

(Commissioner v. Larson, decided by this Court on Octo-

ber 21, 1942.) The Larson case involved only income on

community property (not income for personal services)

and such income was earned or accrued and collected

during the administration. Any earnings or income,

which were either earned or accrued prior to the death

of the deceased spouse, were taxable half to the decedent

in his last income tax return and half to his wife, even

though collected during the administration of the estate.

Helvering v. Enright, 312 U. S. 636.

2. Appellee next argues that by agreement appellant

and his wife could and did make both the future and past

(but uncollected) earnings of appellant his separate prop-

erty and, since appellant owned his wife's half of said

past earnings when he collected them, he was taxable on

his wife's half thereof as well as his own, because the ex-

ception to the general rule (taxing one-half to each

spouse) no longer is applicable.

Appellant has already shown that the taxation of half

the community income to each spouse is not an exce])tion

to but is the general rule, viz., income is taxable ultimately

to the one who owns it at the time it is earned. Tt

should be borne in mind that the "past earnings" were

not his past earnings, but were the past earnings of the

marital community or partnership, and were merely com-

munity property in which each spouse had a vested one-



half interest. As the United States Supreme Court said

in Poc V. Seaborn, supra:

"The earnings (of the husband) are never the

property of the husband, but that of the community."

(Parenthetical clause supplied.)

If one law partner acquires for cash or property his

law partner's half of a particular fee in a case on which

his law partner had done no work, it cannot be correctly

said that he received and collected his past earnings since

the partnership, not he, earned the fee. Certainly the

acquiring law partner could recover his cost of the share

in the fee acquired from his partner before he received

taxable income. Smith and Doyle cases, supra.

Of course appellant owned his wife's half of said past

earnings when he collected them, but he acquired them in

a capital transaction as will hereafter be pointed out. How-

ever, he did not own them as his "separate property" but

as his "property". The term "separate property" is used

to distinguish property owned by each spouse from that

owned by the marital community. Since the community

was dissolved by the agreement the fees or past earnings

were simply his "property". This point is brought out to

emphasize the fact that the husband and wife relationship

has no bearing on this case. The matter should be con-

sidered the same as if any two unmarried persons who

each owned half of certain property, including legal fees

earned but not collected, make an agreement dividing it

equally between themselves. This is so because the

spouses can only make such contracts "which either might

if unmarried". Colifoniia Cii'il Code, Sec. 158.

As property appellant's wife could and did convey or

surrender licr half to appellant; he owned her half thereof
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and she did not when he collected said fees ; but his owner-

ship at the time of collection does not establish that he is

taxable on her half of said fees. Ownership by the wife

at the time the marital partnership earned the income makes

her taxable either on her half itself when collected or, if

she has surrendered or transferred her half for money

or property, on the consideration received in lieu thereof.

See also the following cases which held that the ozvncr of

the income at the time it is earned must pay the tax thereon

when it is collected. Albert Houston v. Commissioner

of Internal Revenue, 31 B. T. A. 188; Delvin z'. Com-

missioner, 9th Circuit, 82 Fed. (2d) 731, 17 A. F. T. R.

690; Asher v. Welch (D. C. Cal.), 28 Fed. Supp. 893,

23 A. F. T. R. 664, affirmed 111 Fed. (2d) 59.

In the Horst and Eubank cases, supra, and Van Meter

V. Com., 61 Fed. (2d) 817, the donee or assignee of earned

income was clearly the owner thereof when it was collected.

Such income was the "separate" property of the wife or

other donee, but the assignor or donee (original owner)

was held taxable thereon. In the Smith case, supra, the

continuing law partners (assignees for full consideration

in money or property) were the owners of the assigned

share of fees when the fees were collected but the retiring

law partner was held taxable on the consideration received

by him in exchange for said share.

If appellant's wife made a gift or a transfer, without

a valuable consideration, of her half of said fees, she re-

mains taxable on her half. Horst and Eubank cases,

supra. If she received an adequate consideration therefor

in money or property she is taxable on the consideration

received but not on the fees when collected. Smith and

Doyle cases, supra. Conversely appellant is entitled to de-



duct the consideration paid by him from her half of said

fees before paying any income tax thereon. If appellant's

wife did not transfer her half of the fees in question to

appellant for a consideration in money or property (which

she actually did) or as a gift, she must have transferred

it to him in discharge or satisfaction of some marital obli-

gation and is taxable on the market value of her half

under the rule of Commissioner v. Mesta, C. C. A. 3, 123

F. (2d) 986. In that case Mesta had a small cost for the

property transferred to his wife in satisfaction of her

marital right to support and only the difference between

the cost and market value of the property was taxable to

him. Here the wife had no cost for her half of the fees

and is taxable on the full market value thereof. ( See pages

18-19 of this brief for further analysis of the Mesta case.)

3. The appellee next argues that the following cases

decided by this Court are decisive of the present case:

Van Every v. Com., 108 F. (2d) 650; Boland v. Com.,

118 F. (2d) 622; Van Dyke v. Com., 120 F. (2d) 945, and

Somerville v. Com., 123 F. (2d) 975.

The appellee frankly admits, as it must, that none of

these cases involved income earned before and collected

after the agreement (past earnings) but on the other hand

each case involved income both earned and collected by the

husband after the marital partnership was dissolved by

agreement (future earnings). As pointed out on pages

14 to 18, inclusive, of appellant's opening brief these four

cases merely hold that, when the community is dissolved

by agreement each spouse is emancipated and the subse-

quent personal earnings of each former spouse are taxable

in full to him or her because each spouse then owns the

income he or she earns at the very time it is earned. This

is exactly what happens when a law or business partner-
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ship is dissolved, viz.. each partner thereafter is taxable

on his personal earnings, but the past earnings of the

partnership are still taxable to the partners in accord-

ance with their respective partnership interests and not

according to who performed the service for which the

payment is received. Furthermore, when one partner

transfers his share of earned but uncollected fees to an-

other partner, in settlement or dissolution of the partner-

ship, the transferring partner is taxable on the consider-

ation he receives and the acquiring partner is only tax-

able on the difiference, if any, between the amount paid

therefor and the amount collected therefrom. Smith and

Doyle cases, supra.

Appellant's Wife Is Either Taxable on Her Half of

the Past Earnings of the Community or Upon the

Property Which She Received in Exchange
Therefor.

But, says the appellee, although appellant's wife owned

half of said fees prior to the agreement and would have

been taxable thereon had they been collected prior there-

to, the tax burden is shifted from her to appellant because

he and not his wife owned her half when the receipt of

income took place (styled by appellant, the taxable

event), (p. 11.)

Appellee cites Anderson v. Com., 78 F. (2d) 636 ( C.

C. A. 9), and Poc v. Seaborn, 282 U. .S. 101, as author-

ity for this argument but neither case supports it. The

Anderson case actually involved only the income from

community ])roperty accumulated ])rior to 1927 by a Cali-

fornia husband and wife and not past earnings of the

marital community from the services of the spouses.
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Prior to 1927 a California wife had only an expectancy

and not a vested interest in community property. U. S.

V. Robhins, 269 U. S. 315, 46 S. Ct. 148. Anderson and

his wife made an oral agreement that they would own

such property as tenants in common and not as commu-

nity property. This Court merely held that the agree-

ment was effective to make such property tenancy in

common instead of community property and therefore

the husband was not taxable on all but on only one-half

of the income. This is shown by the closing sentence in

the opinion of the Board {ZZ B. T. A. 94) on the re-

manded case, as follows:

"Upon our amended findings of fact and in view

of the opinion of the Circuit Court of Appeals, we

are of the opinion that petitioner is liable to income

tax upon only one-half of the income from the prop-

erties owned by petitioner and his wife during the

year in question." (Emphasis supplied.)

Pee V. Seaborn is the original case which holds that where

a wife has a vested interest in the marital community,

earnings of both spouses are taxable one-half to each

spouse. There was no assignment of either past or future

earnings involved in that case. The court held that the

earnings of a particular spouse are never his or hers so

long as the community exists but are that of the com-

munity. In other words, the particular spouse does not

earn the income, the marital partnership earns it.

On page 13 of its brief, appellee has misquoted appel-

lant's position to he as follows:

"The accrual of the right to income is the taxable

event for a taxpayer reporting on the cash basis and

since the earnings in question accrued as community

income they must be taxed as such."
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Actually appellant's position is that the owner of income

at the time of accrual is the one who must ultimately pay

income tax thereon regardless of whether or not he owns

it when it is collected. The taxable event to a cash basis

taxpayer is not the accrual but the collection (receipt),

unless the original owner has sold or assigned the income

for property or money in which event the receipt of the

consideration is the taxable event.

If appellant has collected an amount in excess of the

consideration which he paid his wife for her half interest

such excess is taxable to him. To this extent his receipt

or collection of her half of said fees is a "taxable event".

The "taxable event" to appellant's wife was her receipt

of his half of certain property in ^exchange for her half

of said fees. She was taxable at that instant upon the

value of said property so received regardless of when, if

at all, appellant collected her half of said fees. For in-

stance in the Smith and Doyle cases, supra, the Court did

not inquire when or whether the remaining partners col-

lected the retiring partner's share of the fees which he

conve}ed to them. The taxable event to the retiring part-

ner, who reported his income on a cash basis, was not the

receipt or collection by the remaining partners of his share

of the fees, but the receipt by him of the consideration

paid to him for his share of said fees.

In the Smith case, the Court said:

"Except for the 'purchase' and release, all his col-

lections would have been income; the remaining

partners would merely have turned over to him his

existing interest in earnings already made. As he

kept his books on a cash basis, it is true that he would

have been taxed only as he received the accounts in
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driblets, but he would have been taxed upon them as

income. The 'purchase' of that future income did

not turn it into capital, (not in his hands but it was

capital in the hands of the acquiring partners) any

more than the discount of a note received in consider-

ation of personal services. (The note would be capi-

tal in the hands of the purchaser.) The commuted

payment merely replaced the future income with cash.

Indeed, this very situation was suggested in Bull v.

United States, supra, 295 U. S. 247, at pages 256,

257, 55 S. Ct. 695, 698. 79 L. Ed. 1421, and dealt

with as we say. Nobody would suggest that the sale

of a declared dividend payable in the future turns

the cash received into capital." (Parenthetical clauses

supplied.

)

In Bull V. United States, 295 U. S. 247, the Court con-

sidered a similar hypothetical situation in the following

language

:

<'* * * ]^^i ^^s suppose Bull had, while living,

assigned his interest in the firm, with his partners'

consent, to a third perscjn for a valuable considera-

tion, and in making return of income had valued or

capitalized the right to profits which he had thus sold,

had deducted such valuation from the consideration

received, and returned the difference only as gain.

We think the Commissioner would rightly have in-

sisted that the entire amount received was income."

In King v. Com. (C. C. A. 5), 69 F. (2d) 639, a legal

fee was earned by a marital community before ii was

dissolved bv the death of the wife and the fee was col-
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lected after her death by the husband. The Commissioner

claimed the husband was taxable on all the fee instead

of his half. The Court held that the husband was taxable

only on his half of the fee and the wife's estate was

taxable on the other half because she ozvned one-half of

said fee at the time it was earned by the marital com-

munity.

Let us suppose that in the present case appellant has

surrendered or assigned his half of said fees to his wife

and she had retained her half. Then such fees would

have been her "separate property" when collected. Would

the Government then say that the husband was relieved

from tax on his half thereof? Of course not—but every

argument the Government makes in this case would be

equally applicable, except that she did not actually per-

form the service which is immaterial.

Or let us suppose that in the settlement appellant and

his wife each retained their halves of the fees, and after

the settlement the appellant exchanged a piece of his real

estate or paid her money for her half. Then certainly

under elementary income tax law she would have been

taxable on the consideration received and appellant could

recover the consideration paid by him before he realized

any income. Smith and Doyle cases, supra. This is

exactly what occurred in the property settlement excej)t

everything was accomplished in one transaction instead

of two transactions as in this hypothetical example.
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Appellant Is Entitled to Recover the Cost of the Prop-

erty He Conveyed to His Wife in Exchange for

Her Half of Said Fees.

1. Appellee next argues that appellant is not entitled

to recover his cost of property transferred to his wife in

exchange for or in lieu of her half of said fees, because

the "Expenditures in connection with the dissolution of

marriage constitute personal expenditures and as such

are not deductible," (App. Br. p. 7.) With this general

rule, taken from cases decided in separate property states,

where the wife only has a right to alimony, appellant does

not quarrel. However, in a community property state

there are two classes of rights which must be settled

:

(a) Any marital rights which either spouse has against

the other, including the right, if any, to support by either

a wife or a husband from the other, must be settled by

agreement or by the Court.

(b) The community property of the spouses must be

divided either by agreement or by the Court.

In this case the spouses settled both rights by agree-

ment. They settled their marital rights, exclusive of

dividing their community proi)erty, by the husband agree-

ing to pay his wife $6,000.00 at the rate of $500.00 per

month [Finding VII, R. 53.] This was a "personal

expenditure in connection with a dissolution of marriage"

and api)ellant does not claim he is entitled to recover or

offset it against the half of the fees acquired from his

wife. Whatever a husband pays a wife in money or

property, cither at the time of settlement, or afterwards

for her support or other marital rights ( except property

rights ) is such a personal expenditure.
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However, the transfer by appellant to his wife of his

half of certain joint and community properties, was not

for her release of any marital rights, but for half of said

fees of $52,028.45 and her half of certain other property.

As found by the lower court the $6,000.00 cash payment

made by appellant "was in full satisfaction of and con-

stituted a complete discharge of the rights, if any, which

his wife had to receive support, maintenance and ali-

mony." [R. 53.y Therefore the transfer to her of his

half interest in said properties could only have been for

her half of said fees and other property. Had the half

interest in said properties transferred by appellant to his

wife been disproportionate in value to the half interest in

the fees and other property acquired by him from her, the

difference might well have constituted a "personal expen-

diture" and not the cost of acquiring his wife's half of

said fees and other property and the lower court would

have so found.

Appellee cites only two cases in support of this point

(other than those of this Court relating to "emancipation"

of the spouses by agreement), z>i3., Gould v. Gould, 245

U. S. 151, and Ullman v. Commissioner, 6 B. T. A. 100,

102. The Gould case involved the question of whether

cash payments of alimony were taxable to the wife and

deductible by the husband for income tax. The Court

held the payments were not taxable to the wife and not

deductible by the husband. Appellant does not claim a

deduction for the alimony which he paid his wife.

^There was considerable testimony lelow on this point liut l)ccausc

Finding VII [R. 53] was correct, appellant did not have any part of the
transcript printed covering the testimony thereon and appellee caused only
part thereof to be printed. [R, 94, 95, 96, 97, 111, 112.]
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The UUman case also involves alimony paid in 1922 by

a California husband to his \\ife. He deducted the pay-

ments for income tax purposes and the Board held he

could not do so. Since it was not until 1927 that a wife

in California had a vested interest in the community earn-

ings and prior to that time the husband was taxable on

all of the community earnings, this case simply applies

the rule announced in the Gould case, supra.

2. The appellee next argues that no capital transaction

is involved and says that the property transferred by appel-

lant to his wife was simply the cost of freeing his past

earnings from a prospective claim of his wife, and was

not the cost of acquiring a capital item having a cost basis

(p. 25). Appellant has already shown that the past earn-

ings were not his but those of the marital partnership and

that regardless of the nature of the transaction his wife

is either taxable on the consideration received therefor or

her half of the fees themselves. He will now show that

a capital transaction was involved.

The Capital Transaction Involved.

The lower court in this case stated in its opinion in part

as follows :.

"But here, the accounts receivable were original

income and a capital transaction was not involved."

As set forth in appellee's brief the Board of Tax .Ap-

peals stated in a similar case (on authority of the lower
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court's opinion in this case), Crosby v. Commissioner, 46

B. T. A. 323, 331:

"The right received by the petitioner (taxpayer)

was one to receive ordinary earnings, and not prop-

erty acquired through capital expenditures."^

Many taxpayers and even the Commissioner of Internal

Revenue often become confused as to a capital transaction

when original income is involved. For examples see the

quoted portions of the Smith and Bull cases on pages 11-12.

Prior to the property settlement the wife's community half

of the fees involved unquestionably was ''original income"

or "the right to receive original earnings" and remained

such until or unless a "taxable event" transposed it into

capital. Until "original income" becomes "realized" by

collection or by assignment for a full consideration in

money or property it does not become capital. Mesta,

Smith and Bull cases, supra.

Appellee agrees with this rule on page 27 of his brief

in the following language:

"Earnings must be taxed as income before they

attain the status of capital" but says appellee, "to

allow the taxpayer (appellant) a cost basis for any

portion of his earnings would permit the conversion

of taxable income to capital without assessment of

an income tax."

iln the Crosby case the payments made \)y the husband were called

alimony in the property settlement and were so held hy the Board, although
the hushand claimed they were actually paid for his wife's one-half of cer-
tain "past earnings." If the payments were actually alimony then of course
they were not the cost of acquiring his wife's half of "past earnings" of
the marital community. In effect the lioard in the Crushy case reiterates

the erroneous position which it took in Bigelot<.' v. Commissioner, 38 B. T. A.
2i77, which case it afterwards reconsidered, reversed and corrected in 39
B. T. A. 635, after this Court rejected such principle in the Goodyear
case, supra.
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If the wife were not taxable on her half of said fees,

or upon the consideration she received from appellant,

this argument might be persuasive, but since she is so

taxable thereon her half is thus converted into a capital

asset in appellant's hands and has a cost equivalent to

the cost of the property exchanged therefor. Her half

of said fees were never capital in her hands. The re-

ceipt by her of appellant's half of other property in ex-

change therefor was the "taxable event" which trans-

posed her half into a capital asset in appellant's hands.

The half interest of the properties acquired by her from

appellant was then a capital asset in her hands. She was

taxable on the market value thereof and such value then

became her cost or basis, for determining gain or loss

on the subsequent disposition of the half interest acquired

by her.

The wife's half of said fees became a capital asset in

appellant's hands because he exchanged his half of other

property therefor. When he collected her half of said

fees he realized gain or loss based upon the difference

between his cost of the property exchanged and the value

of her half of said fees acquired by him.

The discussion of the Mcsta case, supra, on page 26 of

appellee's brief, is confusing. For instance appellee says

"It is not suggested by the opinion in that case that the

transfer gave the taxpayer a cost basis for the stock."

In the Mcsta case the transferror of the stock was the

taxpayer (husband) and not tlie transferee (wife). Here

the transferee is the tax]).'iycr (husband) and not the

transferror (wife). Appellant does not claim that the

transfer gave any cost to his wife (transferror) for her

half of the fees transferred. He admits that, since she
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''disposed" of her half of said fees, she was taxable in full

on either her half of the fees or upon the consideration

received because she had no cost. The court in the Mesta

case did not consider nor decide what cost or basis the

wife (transferee) had for determining the gain or loss

upon her subsequent sale or disposition of the stock ac-

quired by her from her husband, but it is obvious that it

would be the market value thereof at the time she ac-

quired it from Mesta. Likewise in this case appellant's

cost or basis for determining gain or loss on his subsequent

disposition (collection) of his wife's half of said fees was

the market value of them when acquired by him.

On page 21 of its brief appellee argues that in the

SomerviUe case, 123 F. (2d) 650, it could have been

plausibly contended that his agreerhent to pay and pay-

ment to his wife of half of his future earnings for two

years represented his cost of acquiring her half interest

in his future earnings and therefore he was entitled to

offset them against his future earnings for income tax

purposes. The answer to this is that the wife's commu-

nity right to half of the husband's earnings exists only

so long as the marital community exists. She has no

right to half of the husband's earnings after the commu-

nity is dissolved by divorce, death or agreement. It would

be just as logical to argue that when a two-man law part-

nership is dissolved one partner would have a right to a

half share of the future earnings of the other partner.

3. Finally appellee argues that appellant already owned

his wife's one-half of said fees, or had control and man-

agement thereof equivalent to ownership, so that he ac-

quired nothing of value from his wife in the settlement

when he "technically"" acquired her half of said fees.
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It suffices to say that this is exactly the same argument

made by the Government in such cases as Poe v. Seaborn,

supra; U. S. v. Goodyear ( C. C. A. 9), 99 F. (2d) 523,

and the many other cases where the Government contended

that the husband in all community property states is tax-

able on all community income, and that all of the com-

munity property is taxable tor Federal Estate Tax pur-

poses in the estate of the husband. In all of these cases

it was held that the wife had equal ownership with the

husband, and that his management and control was merely

as agent for the community and not for his own benefit.

However, even the husband's control or management

as agent disappears when a divorce is imminent. The

power of the husband to manage and control the commu-

nity property terminates on dissolution of the marriage

by divorce. 31 C. J. 181 ; Rarkley v. American Sav. Bank,

etc. Co., 61 Wash. 415, 112 P. 495; La Tourctte v. La

Tourette, 15 Ariz. 200, 137 P. 426. The right which the

wife has in California, and frequently exercises, to re-

strain a husband from disposing of or spending any com-

munity funds pending the decision of a divorce action

effectively protects her when a divorce is in prospect.

California Code of Ciiil Procedure. Sec. 526; Sun Insur-

ance Co. V. White. 123 Gal. 196; In re White, 113 Ca:l.

282; White v. Superior Court, 110 Gal. 54.

Conclusion.

The decision of the District Court is erroneous and

should be reversed.

Respectfully submitted,

ToPD W. Johnson,

/;; Propria Persona.
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Opinion Below.

The only previous opinion in this case is that of the

District Court [R. 43-50], reported at 45 F. Supp. 2>77.

Jurisdiction.

This notice of appeal [R. 67-73] involves federal income

tax for the tax year 1935, paid by the taxpayer in 1936

[R. 3, 38]. On April 2, 1940, the taxpayer filed a claim for

refund with the Commissioner of Internal Revenue. [R.

84.] The claim was rejected by the Commissioner on Sep-

tember 21, 1940. |R. 7, 21-37.] A^Tore than six months

after filing this claim for refund the taxpayer instituted an

action in the District Court for the Southern District of

California for recovery of taxes paid. The judgment of
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the court denying the claim in part and allowing it in part

was entered June 30, 1942. [R. 66-67.] Within three

months and on July 13. 1942, the taxpayer filed a notice

of appeal in this Court fR. 67-73] pursuant to the pro-

visions of Section 128 (a) of the Judicial Code as

amended.

Question Presented.

Whether income received by the taxpayer as his separate

property under a settlement agreement preceding divorce

is taxable to him in full, under Section 22 (a) of the

Revenue Act of 1934, if paid for services rendered prior

to execution of the agreement.

Statutes Involved.

Revenue Act of 1934, c. 271 , 48 Stat. 680:

Sec. 22. Gross income.

(a) General Dcfinifioii.
—"Gross income" includes

gains, profits, and income derived from salaries,

wages, or compensation for personal service, of what-

ever kind and in whatever form paid, or from pro-

fessions, vocations, trades, businesses, commerce, or

sales, or dealings in property, whether real or per-

sonal, growing out of the ownership or use of or

interest in such property; also from interest, rent,

dividends, securities, or the transaction of any busi-

ness carried on for gain or profit, or gains or profits

and income derived from any source whatever. * * *ale********
Sec. 111. Determination of amount of, and

recognition of, gain or loss.

(a) Computation of Gain or Loss.—The gain from

the sale or other disposition of property shall be the

excess of the amount realized therefrom over the

adjusted basis provided in section 113(b) for de-
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termining gain, and the loss shall be the excess of

the adjusted basis provided in such section for de-

termining loss over the amount realized.*********
Sec. 113. Adjusted basis for determining gain

OR LOSS.

(a) Basis (Unadjusted) of Property.—The basis

of property shall be the cost of such property; except

that— * * *

Civil Code of California (1937) :

Sec. 158. Husband and ivife may make contracts.

Either husband or wife may enter into any engage-

ment or transaction with the other, or with any other

person, respecting property, which either might if

unmarried; subject, in transactions between them-

selves, to the general rules which control the actions

of persons occupying the confidential relations with

each other, as defined by the title on trusts.

Sec. 159. Contract altering legal relations:

Separation agreement. A husband and wife cannot,

by any contract with each other, alter their legal rela-

tions, except as to property, and except that they

may agree, in writing, to an immediate separation,

and may make provision for the support of either of

them and of their children during such separation.

Sec. 161a. Interests in community property. The

respective interests of the husband and wife in com-

munity property during continuance of the marriage

relation are present, existing and equal interests under

the management and control of the husband as is pro-

vided in sections 172 and 172a of the Civil Code.

This section shall be construed as defining the respec-

tive interests and rights of husband and wife in com-

munity property.



Statement.

The facts as stipulated by the parties and found by the

District Court may be briefly summarized as follows:

The taxpayer was married in 1921 and resided with his

wife in California from 1925 until January 1, 1935, when

they separated. [R. 51, 78.] While the spouses were

domiciled in California and after July 29, 1927, they ac-

cumulated considerable property by virtue of the tax-

payer's successful legal practice. When they entered into

a formal property settlement agreement on March 4, 1935,

in anticipation of divorce, this property was valued at

$172,379.41. [R. 51-52, 55.] Included was real estate

held in joint tenancy, other real and personal property held

as community property, and certain accounts receivable

for legal service previously rendered by the taxpayer in-

dividually and as a 75 per cent partner in a law firm.

[R. 52.] Under the property settlement agreement the

assets were roughly divided between the spouses. [R. 52.]

Under the agreement the taxpayer took as his separate

property, among other items, the entire accounts receiv-

able for the legal service he had previously rendered

amounting to some $52,028.85. [R. 17, 44, 58.] In turn

he transferred to the wife his interest in certain property,

assumed the income tax liability of both parties for the

tax years 1934 and 1935, and undertook to pay his wife

$500 per month for 12 months. [R. 53, 59.] This set-

tlement agreement, the District Court found, did not con-

stitute reciprocal sales of property by or between the

spouses. [R. 53-54.]

The taxpayer reports his income on a cash basis. [R.

61, 69. j The fees for previous legal service rendered by

the taxpayer were collected by him in the tax year 1935.
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[R. 44.] His income tax return reported only one-half

of this income and the other half was reported on his

divorced wife's returns. [R. 79, 82-83.] The Coimnis-

sioner assessed a deficiency against him on the ground

that this income as his separate property was taxable to

him in full [R. 79-83] and in addition disallowed certain

deductions claimed as business expenses. [R. 82.] On the

Commissioner's determination that an overpayment had

been made on account of the taxpayer's former wife it

was agreed that the tax paid for her should be credited

to the taxpayer's deficiency and he paid the balance. [R.

83-84.] It was further agreed that in the event the tax-

payer was successful in his action for a refund that his

recovery should be limited to this balance. [R. 85.]

In addition to these findings, as to which there is no

dispute, the District Court made the following findings as

prepared by the plaintiff^ and objected to by the Govern-

ment:

It found that in making the settlement agreement the

parties intended to dispose of and transform their property

so that each would thereafter own as his or her separate

property a half thereof. [R. 52.] The District Court

found that prior to this settlement the wife owned an

undivided half interest in community accounts receivable

worth one-half thereof and a half interest in other joint

and community property worth one-half thereof. [R. 54.]

The wife's community half interest in the accounts re-

ceivable had no cost basis to her but her half interest in

'These findings werj prepared hy tlie taxpayer through a procedural
accident although he lost on the major issue presented hy the case as

plaintiff he won on another—a claim for a deduction for business expenses.
As the prevailing party he prepared the findings to support the decision

in the case. [R. 51-65.]



other joint and community property had a cost to her of

half the total cost, or $65,919.75. [R. 57.]

The court further found that under the settlement agree-

ment the wife disposed of and the husband acquired her

half interest in community accounts receivable worth

$26,014.23 and her half interest in other joint and com-

munity property worth $23,175.48. [R. 58.] The hus-

band on the other hand disposed of and the wife acquired

his half interest in certain joint and community property

worth $37,000. In addition he assumed the wife's income

tax liability for 1934 and 1935 amounting to some

$8,201.73, making a total of $45,201.73 acquired by her

in the settlement. [R. 59.]

The court found as well that the husband's agreement

to pay and his payment of $500 per month for one year

was in full satisfaction of the rights, if any, which his

wife had to receive support, maintenance or alimony from

him.' [R. 53.]

In his complaint in the District Court the taxpayer

sought a recovery of a portion of the tax paid on two

grounds. The first was a claim that he was taxable only

-The Government's olijection to these findings [R. 131-140] was based

on the proposition that the record would not support findings that the

wife's community interest in the accounts reccivalile and other community

property was worth one-half thereof, that the cost of her communi^
interest in such property was one-half of the cost thereof, or that the

settlement agreement involved a disposition liy the wife of a half interest

therein and acquisition l>y the husband of that interest. The finding that

the taxpajer's payment of $500 a month for one year constituted full

satisfaction of the husl)and's duty to support the wife was objected to on

the ground that the settlement agreement did not permit that conclusion.

The findings were not amended however. [R. 144-145]
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on one-half of the legal fees in question and the second was

the assertion of a right to the deductions disallowed by

the Commissioner. [R. 2-11.] The decision of the Dis-

trict Court was adverse on the first claim but favorable

to the taxpayer as to the claimed deductions. [R. 43-50.]

From that portion of the District Court decision holding

him taxable in full on the compensation for service ren-

dered before but collected after the property settlement

agreement the taxpayer has appealed. [R. 67-73.]

Summary of Argument.

As a general rule compensation for personal service is

taxable to the one who earned it and controlled its disposi-

tion. An exception is made in community property states

in that the wife's technical ownership of a one-half interest

in the husband's earnings makes that portion taxable to

her. In California it is competent for the spouses to

transmute community property into separate property. This

power extends to past earnings as well as future earnings.

If past earnings are converted into the husband's separate

property before receipt the exception respecting community

income is inapplicable to a taxpayer on a cash basis, who

thus receives only separate income and his earnings are

taxable to him in full under the general rule. That the

earnings were converted into separate property before

receipt by virtue of a property settlement preceding di-

vorce entitles the husband to no deduction from his income.

Expenditures in connection with the dissolution of mar-

riage constitute personal expenditures and as such are not

deductible.



Nor can it be said that the property transferred to the

wife on such a settlement constitutes a cost of eUminating

her interest in his uncollected earnings, entitling the tax-

payer to recoup his expenditures before realizing gain.

Prior to the settlement the taxpayer had the legal and

factual control of his uncollected earnings so he acquired

nothing of substance by the settlement. His transfer of

property to the wife was incident to the dissolution of the

marriage, not as the cost of anything to be acquired in a

capital transaction. The spouses were free under Cali-

fornia law to divide the property as they wished. The

taxpayer could have transferred to his estranged wife

property worth several times his uncollected earnings—it

surely would not be argued in such a case that a capital

loss could thereby be sustained. The reason why no such

loss would be recognized in such a case and the reason

why no cost basis for any portion of the taxpayer's earn-

ings can be here recognized is the fact that the property

transfer was a part of a marriage settlement rather than

a capital transaction. Since his earnings collected by the

taxpayer in 1935 were received by him as a separate

property they were taxable to him in full. No portion

of such earnings was taxable to the wife for she had never

enjoyed legal or factual control thereof. Nor did she have

any technical ownership of them when received.



Argument.

I.

Under the Law of California the Taxpayer's Earnings

Were His Separate Property by Virtue of the

Property Settlement and Were Therefore Taxable

to Him in Full.

The taxpayer attacks the decision of the District Court

holding him taxable in full on fees for service rendered

prior to the spouses' property settlement but collected

thereafter. In essence he seeks the benefit of the com-

munity property system for income received as his separate

property after he had formally chosen to abandon the

system. The decisions of the Supreme Court and this

Court will not permit this.

In Van Every v. Commissioner, 108 F. (2d) 650;

Boland v. Commissioner, 118 F. (2d) 622; Van Dyke v.

Commissioner, 120 F. (2d) 945; and Somerville v. Com-
missioner, 123 F. (2d) 975, this Court held that earnings

received by the husband as his separate property, under a

settlement agreement preceding divorce or separation, are

taxable to him in full. Those cases are decisive here, as

can be shortly demonstrated.

For taxpayers reporting income on the basis of cash

receipts the federal income tax on compensation for per-

sonal service is assessed, under the general rule, against

the person who earned it and controlled its disposition.

Lucas V. Earl, 281 U. S. Ill; Helvering v. Eubank, 311

U. S. 122. In the case of earnings in the community

property states, an exception to the general rule has been

established. The local law vesting in the wife a technical

one-half interest in the husband's earnings has been

recognized for federal income tax purposes so that half
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of the community income is taxable to her when paid as

such. This privilege of dividing the husband's earnings

between the spouses for federal income tax purposes ex-

tends only to that income which the local law classifies as

community property in which the wife has a vested

interest.

United States v. Robhins, 269 U. S. 315.

Under California law the spouses can convert com-

munity property into the separate property of one of them.

California Civil Code, Sections 158, 159, supra. The

California cases so holding are collected in an annotation

in 120 A. L. R. 264, 265. This power to convert com-

munity property into the separate property of the husband

extends to compensation earned but not paid as well as

to future earnings, contrary to the implication in the

taxpayer's brief (pp. 14-17). As this Court stated in

Boland v. Commissioner, 118 F. (2d) 622, 624:

Under the law of California (Civil Code Calif.,

§§158, 159), recognized by this Court {Van Every

V. Commissioner, 9 Cir., 108 F. 2d 650; Helvering v.

Hickman, 9 Cir., 70 F. 2d 985; cf. Black z\ Commis-

sioner, 9 Cir., 114 F. 2d 355, 358), a husband and

wife, living in California, may enter into an agree-

ment with each other altering their legal relations as

to property and change the character of property

from community to separate property, or from

separate to community, tJicretofore acquired, or

tli^reafter to be acquired. [Citing several California

decisions.] (Italics supplied.)

See also:

Kaltschmidt v. Weber, 145 Cal. 596, 79 Pac. 272;

Wren v. Wren, 100 Cal. 27i\ 34 Pac. 77S.
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The effectiveness of the spouses' agreement to convert

what would otherwise be community income into separate

income was recognized for income tax purposes by this

Court in Van Every v. Commissioner, supra; Boland v.

Commissioner, supra; and Somerville v. Commissioner,

supra. The fears expressed by the taxpayer at the tax

evasion engendered by recognition of power to "retrospec-

tively" convert compensation already earned but not paid

into separate income (Br. 16) apply as well to the admitted

power in the spouses to alter prospectively the character

of compensation neither earned nor paid. If the local

law governs as to one it certainly does so as to the other.

As a matter of fact this power, by settlement agree-

ments, to shift the incidence of federal income taxation

from one spouse to the other is limited. A taxpayer on a

cash basis may not shift the tax to his wife where his com-

pensation has been earned and paid prior to the settlement

agreement, for the reason that the tax status of such earn-

ings was fixed on their receipt as community property. Van

Dyke 2'. Commissioner, 120 F. (2d) 945, 946 (C. C. A.

9th). But where the agreement precedes the happening

of the taxable event (receipt of the income for a tax-

payer reporting on a cash basis) the settlement agreement

making uncollected income the separate property of one

of the spouses does shift the tax burden. Cf. Poc v.

Seaborn, 282 U. S. 101 ; Anderson v. Commissioner, 78

F. (2d) 635, 639 (C. C. A. 9th). That is the situation

in the instant case where the settlement agreement preceded

the collection of the earnings in question.

The property settlement agreement executed by the tax-

payer and his wife provided that he "shall have as his

sole and separate property the following personal property,
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the title to which stands in his name: * * * His in-

terest in the partnership of Johnson & Johnston, attorneys-

at-law; =h * * Any fees outstanding for services per-

formed by [him] * * *." [R. 17.J It is clear in Hght

of the foregoing authority that the taxpayer received the

compensation in question as his separate property and that

his wife had no interest therein. Since he reports his

income on a cash basis it follows that, on the happening

of the taxable event, his receipt of those earnings, they

were includible in full in his gross income for that tax

year.

The taxpayer's contention that he is taxable only on one-

half of this separate income is thus seen as an attempt to

secure a deduction for the property transferred to his wife

by the settlement agreement preceding divorce. It is

well settled, however, that no deduction can be had for

expenditures incurred in connection with dissolution of

marriage. Such expenditures are regarded as personal

and Congress, for the tax year here involved, made no

provision for their deduction from gross income so none

can be had.' Gould v. Gould, 245 U. S. 151; Ullman v.

Commissioner, 6 B. T. A. 100, 102. This principle is

implicit in the decisions of this Court in Van Every v.

Commissioner, 108 F. (2d) 650; Bolaud v. Commissioner,

118 F. 2d 622, and Somerville v. Commissioner, 123

F. (2d) 975. In these cases taxpayers were taxed in

full on their separate income without regard to the prop-

erty transferred to the wife in the settlement agreement

preceding separation or divorce which gave their income

that status as separate property.

3In ihc Revenue Act of 1942, PiiMic Law 753, 77tli Cong., 2(1 Sess.,

Section 120, (.On^'rcss has changed the law prospectively in some respects

by providing that alimony and alimony trust income shall he taxahle to

the divorced wife and excluded from the husl)and's gross income.



—13—

II.

No Income Tax Can be Levied Against the Wife
Whose Community Property Interest in the Hus-
band's Earnings Is Surrendered to Him Prior to

His Receipt Thereof.

The taxpayer advances several ingenious arguments

designed to by-pass the fundamental principle that pay-

ments for settlement of financial obligations incident to

marriage are not deductible from gross income. Consid-

ation may first be directed to his assertion that the accrual

of the right to income is the taxable event for a taxpayer

reporting on a cash basis and that since the earnings in

question accrued as community income they must be taxed

as such. This assertion ignores the fact that compensa-

tion has no status until the moment of the receipt and

amounts to an attack on the fundamental and well estab-

lished distinction between reporting income on an ac-

crual as compared with a cash basis. If the cash basis is

used, as it was here, it is the receipt, not the accrual of

right to receive, that is the taxable event. Sivley v. Com-

missioner, 75 F. (2d) 916 (C. C. A. 9th). Regulations

94, Article 42-1,^ issued under the Revenue Act of 1936,

so provides as do all its earlier and later counterparts.

^Art. 42-1. When included in gross income.—Except as otherwise pro-
vided in section 42 in the case of the death of a taxpayer, gains, profits,

and income are to he included in the gross income for the taxable jear
in which they are received by the taxpayer, unless they are included as of
a different period in accordance with the approved method of accounting
followed by him. (See articles 41-1 to 41-3.) * * * If no determination
of compensation is had until the completion of the services, the amount
received is ordinarily income for the taxable year of its determination, if

the return is rendered on the accrual basis; or, for the taxable 3ear in
which received, if the return is rendered on the receipts and disi)ursements
basis. If a person sues in one year on a pecuniary claim or for property,
and money or property is recovered on a judgment therefor in a later
year, income is realized in the later year, assuming that the money or
property would have Iieen income in the earlier year if then received. * * *
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The decisions cited by the taxpayer actually serve to

demonstrate that it is the receipt that is the taxable event

for a cash-basis taxpayer. Helvering v. Enright, 312

U. S. 636, applied the accrual test to income uncollected

by a decedent at his death because Section 42 of the

Revenue Acts of 1934 and subsequent years expressly

authorizes this deviation from the fundamental basis for

computing income to a cash-basis taxpayer. If any doubt

existed whether accrual of the right or actual receipt is the

taxable event for a cash-basis taxpayer this provision

adopting the former as to decedents is persuasive that in

other cases it is the receipt which is the taxable event.

The decisions in Helvering v. Horst, 311 U. S. 112; Helver-

ing V. Eubank, 311 U. S. 122; and Harrison v. Schaffner,

312 U. S. 579, all involve assessments for the period in

which the income was paid. Hence they affirmatively sup-

port the principle that receipt is the taxable event. These

decisions are noteworthy because they make it clear that

a taxpayer who has become entitled to receive income, by

labor or investment, may receive it for tax purposes on

its payment to another at his direction, even by way of

gift. Underlying these decisions is the assumption that

the taxpayer, by virtue of his labor or investment, has (1)

experienced an economic gain and (2) acquired an un-

trammeled right to receive and (3) to control the disposi-

tion of this gain. As stated in Harrison v. Schaffner,

supra (pp. 581, 582) :

* * * one who is entitled to receive, at a future

date, interest or compensation for services and who
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makes a gift of it by an anticipatory assignment, rea-

lizes taxable income quite as much as if he had collected

the income and paid it over to the object of his

bounty. Helvering v. Horst, 311 U. S. 112; Helver-

ing V. Eubank, 311 U. S. 122. Decision in these cases

was rested on the principle that the power to dispose

of income is the equivalent of ownership of it and

that the exercise of the power to procure its payment

to another, whether to pay a debt or to make a gift,

is within the reach of the statute taxing income "de-

rived from any source whatever."

* * * by the exercise of his power to command the

income, he (the taxpayer) enjoys the benefit of the

income on which the tax is laid.

The taxpayer's attempt by reference to these decisions

to establish that his former wife received one-half the

income in question indicates a basic failure to appreciate

the principle on which they rest. He argues that under

California law accounts receivable for service previously

rendered by the husband were community property, that

the wife thus owned a half interest therein and that her

transfer thereof to the husband in the property settlement

should be treated just as the assignment of earnings in the

Eubank case, supra, so as to render her taxable thereon.

Assuming arguendo that the accounts receivable for

service rendered by the husband acquired a status as

community property, the question may be asked whether

the wife had (1) thereby experienced economic gain (2)

whether she had a right to receive the earnings, and (3)

whether she had a right to freely dispose of the same.
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Without embarking on an exhaustive catalogue of the

attributes of California community property and all

statutes and decisions relevant thereto it may be observed

that the husband's earnings are subject to his exclusive

management and control even when received as com-

munity property. California Civil Code, Section 172:

Hannah v. Szvift, 61 F. (2d) 307, 310 ( C. C. A. 9th);

Grolcmund v. Caffcrata, 17 Cal. (2d) 679, 111 Pac. (2d)

641. The wife has no power to dispose of her interest in

his community earnings save by relinquishing it to her

husband. California Civil Code. Sections 159, 167. He

can spend these earnings for current expenses or for any

other purpose without accountability then or later to the

wife. California Civil Code, Section 172. Prior to and

after his death these earnings are subject to claims against

him in his individual capacity (Grolcmund v. Caffcrata,

supra: California Probate Code, Section 202); and his

earnings as community property are not subject to claims

of his wife's creditors {Grace v. Carpenter, 42 Cal. App.

(2d) 301, 108 Pac. (2d) 701). Suits respecting collec-

tion and expenditure of these earnings can be instituted

by the husband and in his name alone.

Johnson v. National Surety Co., 118 Cal. App. 227,

5 Pac. (2d) 39, 40.

The wife's only rights respecting the husband's com-

munity earnings are (1) protection against their dissipa-

tion by gift (but she has no protection against foolish ex-

penditure) (California Civil Code, Section 172), and (2)

the right to a half portion on dissolution of the marriage

by the husband's death or otherwise while she is still

living if anything representing these earnings remains

after payment of his debts and the expenses of administra-

tion (California Probate Code, Section 201).
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Thus it is seen that the wife's interest in CaHfornia

community property prior to dissolution of the marriage

is a very technical one,^ even though characterized as a

vested interest. It is clear therefore that acquisition by

the husband of accounts receivable for service rendered

by him gave rise to no direct economic gain to the wife.

She had then no right to receive these earnings or any

part thereof and she most certainly had then no right to

freely dispose of the same. All of the three prerequisites

to application of the Horst, Eubank and Schaffner cases,

supra, are therefore absent.

The taxpayer's contention that a settlement agreement

is the equivalent of the assignment in the Eubank case,

supra, is also opposed to this Court's decisions in Van

Every v. Commissioner, supra; Boland v. Commissioner,

sfipra; Somerville v. Commissioner, supra; and Van

Dyke V. Commissioner, supra. Those cases involved the

tax effect of settlements on future earnings. Assign-

ments of future earnings, however, are just as ineffective

to shift the incidence of federal income taxation as assign-

ments of past earnings. Lucas v. Earl, 281 U. S. 111.

This Court correctly held settlement agreements effective

5In United States v. Goodyear, 99 F. (2d) 523, 527, this Court stated

with respect to community properly that

:

We think that theoretically each spouse had possession and enjoy-
ment of his particular interest.

This "possession and enjoyment," vested in the wife on the happening
of the taxahle event for estate tax purposes (tlie death of the husl)and),
was held sufficient to prevent inclusion of one-half the community property
in his taxahle estate. It is noteworthy that the wife there retained her
community interest on the happening of the taxable event. It is significant
as well that this Court characterized the wife's enjoyment and control of
her community interest as "theoretical."

Recognizing the theoretical nature of the wife's community interest,

Congress, in Section 402 of the Revenue Act of 1942, Public Law 753, 77th
Cong., 2d Scss., provided for inclusion in the decedent's estate of property
held with the spouse as community property, except that portion thereof
actually contributed by the surviving spouse.
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to shift the tax burden because the wife's relinquishment

of her community interest in the husband's earnings does

not represent the exercise of command over earnings rep-

resented when one assigns his earnings, past or future.

The taxpayer's rehance on Poe v. Seaborn, 282 U. S.

101, and United States 7'. Malcolm, 282 U. S. 792, for

the proposition that prior to receipt of these earnings

the wife had control thereof is misplaced, for these cases

involved income received as community property and they

hold merely that the wife's community interest in such

income is a sufficient basis for taxing one-half of it to

her. These decisions are unique in recognizing legal title

to income as a basis for assessment of the federal income

tax. More recent decisions of the Supreme Court, par-

ticularly the Horst, Eubank and Schajfner cases, supra.

and Hchering v. Clifford, 309 U. S. 331, emphasize pos-

session of the "normal concept of full ownership",*^ /. e.,

the right to enjoyment and control of the disposition of

income as the basis for identifying the income recipient

for tax purposes. The extension of the Seaborn and

Malcolm cases to a situation where the income involved

was never received as community property is certainly

not warranted by these later Supreme Court decisions.

As a matter of fact they clearly indicate the contrary.

The husband here earned the income in question, was

entitled before the property settlement as well as after

to receive it and to freely spend the same. It was paid,

after the settlement, as his separate property, so he must

therefore be taxed in full thereon.

OThis shorthand analysis of the rationale of these decisions is taken from

Botriimii z: Connnissioucr, 127 F. (2d) 266 (C. C. A. 1st).
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III.

No Deduction Can be Had for Property Transferred

to the Wife Prior to the Divorce Pursuant to

Property Settlement.

As an auxiliary argument to the one just considered the

taxpayer contends that he is entitled to subtract from the

earnings in question the value of certain property trans-

ferred to his wife by the property settlement.

This property transferred, he contends, represents the

cost of the earnings. This can only be so if the property

was transferred as the purchase price of the wife's interest

in his uncollected earnings, i. e., that the settlement agree-

ment was a sale. It is on the theory that it did constitute

a sale and on that theory alone that the taxpayer rests

his argument for a cost basis for the earnings in question.

(Br. 21, 44.)

In direct opposition to this construction of the facts the

District Court found that the settlement agreement did

not constitute a ''sale". [R. 53-54.] Moreover to allow

the taxpayer a cost basis for any portion of his earnings

would permit the conversion of taxable income to capital

without assessment of an income tax. Earnings must be

taxed as income before they attain the status of capital.

Bull V. United States, 295 U. S. 247, 256, 257.

Congress most certainly did not intend that any portion

of earnings from personal service should not be taxable

as such. Acceptance of the taxpayer's contention that a

half of his earnings were received by him as a result of

a sale, however, would mean that this half would never

be taxed as earnings since the wife, as seen above, is

not taxable on the basis of receipt of any of his earnings.

This indefensible position results from failure to properly
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distinguish between capital transactions and personal ex-

penditures.

In order to receive and enjoy his earnings a taxpayer

is called on to make many expenditures that are regarded,

not as the cost of securing the earnings, but rather as

non-deductible personal expenses. Thus expenditures for

food, clothing and shelter, while essential to receipt and

enjoyment of earnings are not regarded as capital trans-

actions but as personal expenditures. Money expended

for support of the family is likewise non-deductible. In

this category as well fall expenditures made in connection

with divorce.

In both the community property and non-community

property states the husband is under a duty to support

the wife and his earnings are subject to this obligation.

See Vernier, American Family Laws, Vol. Ill, Sec. 161.

If, in a non-community ])roperty state, the husband in

anticipation of divorce transfers property to his wife,

that transfer gives him no basis for a deduction for

federal tax income purposes. This is so e\en though

in one sense the property transferred represents the cost

of securing freedom from the obligation to support the

wife, enabling his full enjoyment of his earnings. Since

expenditures in support of the wife are not deductible

the taxpayer cannot improve his tax position by merely

making such payments in advance in the form of a prop-

erty settlement. See cases cited in Point I. The true

nature of such a transaction is thus a settlement of the

marital obligation of support rather than a cai)ilal trans-

action. Is there any basis for treating such a settlement

in California differently for federal income tax i)urposes?

The taxpayer argues that there is.
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In his brief he contends that "prior to the property

settlement, he was never the owner of more than his

half of such earnings, which he owned as a member of

the marital community" (p. 42), that in order to secure

his wife's one-half interest he tranferred certain prop-

erty to her and hence he should be entitled to deduct the

value of the property transferred as the cost of the

interest secured from his wife and be taxed only to the

extent of the gain thereon.

Basically this argument is simply another aspect of that

considered in the preceding point. The fallacy in it is

the same—a misconception of the realities of the trans-

action. As a matter of fact the argument for a cost-

basis deduction from the earnings in question is opposed

to the decisions of this Court in Van Every v. Commis-

sioner, 108 F. (2d) 650; Boland v. Commissioner, 118

F. (2d) 622; and Somerville v. Commissioner, 123 F.

(2d) 975. This last cited case is typical. There the

taxpayer entered into a property settlement with his wife

in anticipation of divorce wherein it was agreed that the

husband should pay his wife half of his earnings for

the next two years. Notwithstanding the fact that he

paid one-half thereof to the wife, this Court held that

he was taxable on his entire earnings for those years.

The taxpayer has attempted to distinguish these deci-

sions on the ground that they involved income earned

after the property settlement. (Br. 14.) As previously

noted, however, the effectiveness of such agreements to

convert community property into separate property

operates equally as well on past earnings as on future

earnings. The fact that the agreement here operated

on past earnings not received while the one involved in
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the Somcrville case operated on future earnings not re-

ceived is a distinction without significance. If the wife's

interest in the community were that of a commercial

partner, as the taxpayer seems to contend (Br. 13, 19,

25), her right to a half of all future earnings of the

husband would certainly be a valuable property right.

Hence it could be plausibly contended that the payments

made to the wife in the Somerville case represented the

cost of acquiring that property from the wife so that the

husband should be entitled to deduct it as the cost of

securing his earnings as separate property. Despite the

superficial plausibility of this line of argument the fact

remains that this Court squarely held in that case that the

husband was taxable in full on the earnings that he re-

ceived as his separate property. So here also the taxpayer

is entitled to no deduction on account of the property

transferred to the wife, for the reason that such expendi-

ture does not represent the cost of anything acquired from

the wife.

The basis and the only basis on which the taxpayer

asserts the applicability of Sections 111 and 113 of the

Revenue Act of 1934, governing capital transactions, is

the theory that "In efifect appellant [taxpayer] purchased

his wife's one-half interest in said fee accounts receiv-

able". (Br. 21, 44.) That is the starting point of his

argument for a cost basis foi the portion of the earnings

in question and the point at which the argument collapses.

In Commissioner r. Larson, decided October 21, 1942

(1942 Prentice Hall, par. 62,998), this Court very re-

cently held that after dissolution of the ccMumunity by

the husband's death the taxability of income received dur-

ing tlie administration of his estate was to be determined
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by reference to the substance of the situation, i. e., who

received and controlled such income. There the estate was

held taxable in full on the income so received notwith-

standing the wife's community interest therein. So here

with respect to income received after dissolution of the

community must regard be had for the substance of the

situation in determining the tax liability.

As seen hereinbefore the husband was entitled prior

to the property settlement to enjoy all the substantial

attributes of ownership to his entire earnings including

the right to spend them as he chose. It is perfectly clear

that the taxpayer did not transfer any property to the

wife as the cost of purchasing any technical property

interest she had in his community' earnings prior to their

receipt and prior to the settlement. Such property rights

could not have been purchased from the wife by a third

party and would have been of no value to the husband,

for without them he could spend these earnings as he

pleased. The findings of the District Court that the value

of the wife's interest in the community property was

one-half thereof [R. 54] and that the cost to her of her

interest in the community property was one-half the cost

thereof [R. 57] were prepared by the taxpayer through

a procedural accident [R. 51] and objected to by the

prevailing party. [R. 131-143.] To the extent that they

suggest that a wife's community interest in her husband's

earnings is to be valued as a commercial partner's 50

per cent interest these findings are misleading. Since

they are unsupported by the evidence in the record [see R.

102-105, 133-134] and opposed to the actual decision in

the case they are entitled to no weight.
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The realities of the situation are that apart from the

impending divorce the wife's property in the husband's

community earnings not yet received was a technical in-

terest only, of no value to him. He transferred valuable

property to her under the settlement agreement, not as

the purchase price or the cost of this technical present

interest she had in his community earnings, but as the

satisfaction of the claim she would have had on the dis-

solution of the marriage by divorce. Just as the law in

non-community property jurisdictions variously provides

for a claim by the wife against the husband on dissolu-

tion of marriage so in California the wife on divorce for

the husband's fault has a claim for one-half the com-

munity property (California Civil Code, Section 146) and

in addition to an allowance for her future support if

warranted by the parties' circumstances (California Civil

Code, Sections 139, 142). Therefore in the property

settlement agreement the taxpayer did not transfer prop-

erty as the purchase price for something he did not then

possess but rather as the price of settling claims which

the wife could assert only in connection with the dissolu-

tion of the marriage.

This is made clear by the provision in the settlement

agreement that the property transferred by the husband

should be "* * * in lieu of all other compensation or

claims of any kind * *" the wife had against him.

[R. 19.] These included her claim to one-half the com-

munity property on dissolution of the marriage, her claim

to support, maintenance or alimony for the rest of her

life, her claim to administration of his estate, to a probate

homestead, to a family allowance and to inheritance in

case he should predecease her in marriage. [R. 136-137.]

If, as the taxpayer contends, the property settlement was
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a sale then all these claims would have to be valued in

order to ascertain the portion of his cost allocable to the

earnings in question. The failure of the taxpayer to

introduce evidence respecting the value of these claims

means that he has failed to establish the cost basis for

the earnings in question, thus requiring the conclusion

that he realized by the settlement agreement income in at

least the amount determined by the Commissioner. This

argument was developed in the defendant's motion for

additional findings in the District Court. [R. 136.]

If the case is not to be resolved against the taxpayer

on this basis it is because, contrary to his contention, the

settlement agreement was not a sale. The District Court

found that it was not a sale. [R. 53-54.] Actually, in

that agreement the taxpayer purchased, not capital items,

but freedom from marriage-related claims of the wife.

In other words, the settlement was like one in any other

state—the price of divorce. Whether that price be de-

scribed as alimony or as a property settlement is imma-

terial. To the wife an award received by virtue of the

divorce or a voluntary settlement preceding divorce sub-

stitutes for the husband's support. To the husband the

substance of the transaction is an expenditure to free

his earnings from the wife's claim to support. Hence

the expenditure as an incident to the dissolution of mar-

riage is a personal one to the husband and as such is not

deductible. To argue that the property transferred by the

taxpayer was the price paid for a portion of his uncol-

lected earnings is to disregard the fact that prior to the

settlement agreement he had the right to collect these

accounts receivable and spend the proceeds for anything

he wished. The only thing of value the wife had relat-
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ing to these earnings was a claim in connection with the

approaching divorce.

It must be recognized that the property transferred by

the husband was the cost of dissolution of the marriage

which resulted in simply freeing his earnings from a pros-

pective claim by the wife, not in the acquisition of a

capital item having a cost basis. Hence it is clear that

a capital transaction was not involved so the case does

not fall under Sections 111 and 113 of the Revenue Act

of 1934. As stated by the Board of Tax Appeals in a

similar case, Crosby v. Commissioner, 46 B. T. A. 323,

331:

The right received by the petitioner [taxpayer] was

one to receive ordinary earnings, and not property

acquired through capital expenditure.

The collection by the taxpayer of his previous earnings

did not involve the sale or other disposition by the tax-

payer of any property for which he had a cost basis.

He simply collected his earnings as such and they are

taxable to him in full as his separate property.

The soundness of the above analysis can be demon-

strated by considering what the taxpayer's position would

be if, in the property settlement, he had transferred to

his wife all the community property save the accounts

receivable. Such a transfer might result if the wife

drove a hard bargain. Could it be argued that the tax-

payer's uncollected earnings had a cost basis equal to the

property transferred so that a deductible loss would have

been realized on their collection? Clearly the property

transferred could not be so treated for it would represent,

not the cost of the earnings, but the cost of dissolution

of the marriage.
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It may be observed that since the wife's community

property interest in his earnings has no cost basis in

the husband's hands and since he has never received any-

thing by reason of his possession of this interest no ques-

tion arises as to whether tliere has been a sale or other

disposition thereof either by virtue of the settlement

agreement or collection of the accounts receivable. The

case of Commissioner v. Mesta, 123 F. (2d) 986 (C. C. A.

3d), relied on by the taxpayer (Br. 31, 35-38) is in no

way inconsistent with this conclusion. There it was held

the husband's transfer of stock to his wife under a settle-

ment agreement preceding divorce constituted a ''disposi-

tion" of that property within the meaning of Section

111(a) of the Revenue Act of 1934, rendering him tax-

able on the difference between th^ market value at the

time of transfer and the cost. It is not suggested by the

opinion in that case that the transfer gave the taxpayer

a cost basis for the stock The stocks conceded cost basis

was the sum the taxpayer had paid for it on its sale to

him prior to the transfer of this stock to his wife under

the settlement agreement. In the instant case it is ad-

mitted that prior to the settlement agreement there was

no cost basis for the earnings. Hence the Mc^ta case is

inapposite. In fact its characterization of a transfer of

property under a settlement agreement as a "disposition"

rather than a "sale" is opposed to the sale theory on which

the taxpayer sought to establish a cost basis for the earn-

ings in question.

Inasmuch as the husband transferred property in a

settlement preceding divorce rather than as a part of a

capital transaction he has no cost basis for the earnings

in question and they are taxable to him in full.
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Conclusion.

The decision of the District Court was correct and

should therefore be affirmed.
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